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PREFACE 


Every one m the country, nch or poor, has to undergo 
sacrifices in order that the war expenditure in India may be 
financed Tiic problem that we have to face is whether this 
burden shall be imposed in an equitable manner so that it may 
fall on those best able to bear it, or whether it should be so levied 
that it may impinge seriously on the admittedly low standard of 
living of the large masses of the people in the country The 
marginal standard on which large numbers of the people have to 
live in normal times does not admit of any diminution, if the 
health and vitality of the people which are none too strong are 
not to be so impaired that they may become easy victims of dis- 
ease and death, or be compelled to live on the barest of sub- 
sistence 

The object of this book is to study the problems of war 
finance from this point of view and to make the Government and 
the public realise the growing gravity of the situation in which 
the country is involved by the prevailing methods of war finance 
No apology' is needed for one more book on the subject which 
has recently attracted several writers, as the problem needs the 
continuous thought of all concerned for a proper solution It 
may be appropriate however, to review m brief the recent litera- 
ture on the subject before indicating the scope of the present work 

The publication of ‘The Falling Rupee’ on 9th January 
1943 by 7 the present writer was followed by an unusual interest 
among the public in the question of War Finance. This led to 
the publication of a revised and enlarged edition of ‘ The Falling 
Rupee ’ oh 9th February ’1943 A public discussion in the Press 
and elsewhere of such a vital current problem was bound to 
■create some controversy as it is not possible to expect upampnty 



vul 


PREFACE 


of opinioQ on problems which affect vested interests. It is not 
possible to refer to statements or articles In the dally and weekly 
press which devoted considerable space to this problem the lead* 
ms Ideas are however crystallised m the following publications — 

L War and the Ruptt by D Ghosh, end of February 1943. 

Z Inflation Or Scarcity ? by G D Birla, early March, 1943. 

3. India's Sterhni Balances by G D Birla, early April 
1943. 

4 Inflation in Right Perspective by S N Dutt, middle of 

April 1943 

5 The Rupee end the War by B C Gbose, middle of 

April 1943. 

6. W<rr and Indian Economic Policy by D R Gadgtl 
middle of May 1943. 

7 Hdu India pays for the War by k. T Shah, middle of 
June 1943 

8. War <tnd Prices by L. Nemenyi, end of June 1943. 

The main thesis of The Falling Rupee regarding the exist 
coco and, causes of Inflation is endorsed in publications 15,$ 
and 7 Whereas Mr Birla (in publication 2) ignores the accepted 
ecooomfc analysis of the phenomenon of Inflation, and therefore 
falls Into the error of attributing the prevailing high prices to 
scarcity alone, Mr Dutt (publication 4) in his otherwise excel 
lent essay on the Theory of Inflation misses the fact that the 
Government of India have brought about only a technical budge- 
tary equilibrium by excluding from the war budgets large amounts 
of expenditure to finance which they hart undertaken the respon 
sibHity on themselves. At the same tune the emphasis put by 
Mr Birla (publication No. 3) and the Federation of Indian 
Chambers of Commerce on safeguards for the future use of our 
Sterling Assets shows how the propaganda carried on about the** 
assets has drawn the attention of the commercial community more 
towards thdr doubtful value, than to the real cause of the trouble 
narody the inflationary methods of finance adopted by the 
Government of India. Most of the above puW>catlon» ore 
pamphlets publications 6 and 7 are In the form of books and 
attempt a fuller study of the problems of war finance Fm 
Gadgil a emphasis Is more on the stnctly economic asp«t» « 
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question , Prof K T Shah emphasises the need for a National 
Government to achieve the necessary financial reform. 

War aid Prices (publication S) by Mr L Nemenyi though 
published in the end of June, was written during the first half of 
March In tlus Memorandum, among other things, an attempt 
has been made to refute the arguments advanced by me m ‘ The 
Falling Rupee', though the author appreciates the contnbution 
made by me It is not necessary for me to examine m detail the 
obviously propagandist efforts of this writer In brief, while 
arguing that the financial polity of the Government of India was 
sound up to the time w'hen he w’as writing (first fortnight of 
March), according to him, it would suddenly become unsound if 
further banknotes were issued thereafter ‘The only remedy’ 
according to Mr Nemenyi, ‘ is to contract surplus purchasing 
power ’ He further observes that * the stage has been now r reached 
where Governments must adopt every measure within their power 
to secure a contraction of currency All recognised methods of 
deflation, real and psychological, ought to be brought into action 
without delay ’. A reference will be made to this idea later 

During the Budget discussions in March the Finance Mem- 
ber tried to minimise the effects of inflation, though he could not 
deny the fact of inflation Though the Federation of Indian 
Chambers of Commerce at its meeting in New Delhi during the 
last few days! of March ignored the question of inflation, with 
the exception of a few remarks by the President in his opening 
address, it was left to Economists to draw pointed attention to 
the seriousness of the problem On 12th April, a Manifesto 
signed by twenty economists was issued under the leadership Of 
that veteran Indian Economist, Prof V G Kale During the week 
beginning 5th April, a series of six lectures on War ^Finance was 
delivered by hie at Patna under the auspices of the University of 
Patna as Banaih Reader The University of Patna was good 
enough to extend to me the necessary permission to publish the 
same While the substance of the lectures was being revised 
during the summer with a view to publication, a change m the 
outlook of the Government of India on the problem of inflation 
took place The adoption of several anti-inflationary measures by 
Ordinances during the month of May, accompanied by the eluci- 
dation of the same by the Finance Member before a Press Con- 
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ference, showed that within a few weeks of the pasting of the 
Budget, the Government of India had become inflation -coroa 
out. That the outlook and the method of approach regarding 
anti inflationary measures are not correct is shown by the recent 
appointment of Dr Nemenyi author of the Memorandum "War 
and Prices referred to above as Special Officer to investigate 
what deflationary measures are required, under present conditions 
to minimise the effects of the continued expansion of currency 
This is a contradiction m terms. Continued expansion of currency 
is assumed as if it were the most natural thing. The only attempt 
contemplated a to minimise its effects and to do so this officer is 
to suggest deflationary measures. It b not realised that there can- 
not be any deflation unless there is an actual withdrawal of sur 
plus currency from the circulation under present conditions. How 
is this to be brought about when there is continued expansion of 
currency ? The Government of India seem to think that they can 
have deflation and inflation at the same time. It is a strange 
irony that the Government of India could be led into such grow 
economic fallacy The connection between these self-contradictory 
terms of reference and the Memorandum of Dr Nemenyi is obvi- 
ous. 


It is dear however that the fact of the Falling Rupee or 
inflation a no longer an opinion nor a controversy It h a fact 
acknowledged by the highest quarters. The attitude of ndiculc 
or opposition has given place to that of acquiescence In a fact 
which can no longer be concealed. The only controversy now 
is as to how to go about preventing Inflation. Anti inflation 
mearures by their very nature touch different sections of the 
people, and if not handled properly create serious economic dis- 
turbances. Those who are in a position to influence Government 
polic> should see that by tlmdy criticism. the necessary improve 
merit 3 are made in the scope and administration of anti Inflation 
measures. There is a disgust for all measures of economic control 
in tome quarters this is due to the fact that economic controls 
have been earned cut by the Government of India in a half 
hearted rpirrt without a definite policy The inefficiency of the 
administration to carT> out economic controls properly to far is 
no argument for the continuation of Inflation, which i* much 
wore. It is rather an argument for iffctts to improve the tenpe 



PRcr^cc 


xi 


of anti-inflation measures and the system of their administration 
including a change m the political atmosphere, in order to ensure 
success, because the alternative is to welcome inflation with all 
its horrors to Society 

We have referred above to the propaganda about the sterling 
assets to our credit which are growing The propaganda has 
assumed a peculiar feature, namely, to create the belief that these 
assets are there because the U I< pays for the defence of India 
The fact that India has become a creditor country is pointed out 
in this connection and we are asked to feel happy about it Tins 
propaganda dees not reveal the fact that the so-called credit is 
all frozen for the time being and is actually the measure of infla- 
tion in the country, which has already caused considerable econo- 
mic disturbances m the country and is impinging seriously on the 
low standard of life of the people. It will be one of the objects 
of the book to expose this myth about British generosity to India 

The scope of the book may now be explained In the first 
chapter, war expenditure is examined War expenditure in India 
is not necessarily war expenditure of India or for the defence of 
India The second chapter discusses the sources of revenue from 
taxation and from commercial services, and examines the extent 
and nature of war taxation The effect of war on the public debt 
of India and the policy of the Government of India m this con- 
nection form the subject matter of the! third chapter The causes 
of inflation are analysed in chapter four which also discusses the 
attitude of the Finance Member on the problem Chapter five is 
devoted to the evils and remedies of inflation, the remedies being 
classified unto two categories, (a) correct methods of rupee 
finance and ( b ) anti-mfiation measures The problem of sterling 
assets is discussed in chapter six Chapter seven summarises the 
mam conclusions of the book. In some parts of chapters IV to 
VI, the material of ‘The Falling Rupee' has been freely used, 
though the reader will find considerable changes m facts and 
treatment Appendix I reproduces the Economists' Manifesto 
and Appendix II deals with the recent yam and cloth control 

For the sake of convenience;, the figures m the text are given 
up to the end of the financial year 1942-43 Recent figures are 
given m footnotes wherever possible. The amount of note circu- 
lation which was Rs 643 6 crores by the end of March 1943, is 



now Rs. 737-6 crores (9-7 1943) The question may well be 
asked Whither the Falling Rupee ? 

I am indebted to Mr D T Lakdawala, Research Assistant 
m Economic* in this School for substantial help in collecting the 
material for this woric, and for useful suggestions. 


ScJwoJ of Eccnonict £ 
UniotTsUy of Bombay 
11th July 1941 


C N Vakil. 
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I 

WAR EXPENDITURE IN INDIA 

(1) M\th of British Generosity to India 

In connection with the war expenditure m India, in some 
quarters it is loosely argued that the British Government is con- 
tributing a large sliarc towards the cost of the defence of India. 
As an illustration of this we may refer to the remarks of ' The 
Economist ’ on the budget of the Government of India for 1943-44 
According to this leading British financial journal ‘the Indian 
Budget is the latest reminder of the effectiveness with which 
India has been shielded from the war’s financial strains’ And 
further ‘the counterpart to locomotives and machine tools ex- 
ported to India after the war will not be current import of tea 
and jute but sterling handed over to the Indian Government during 
the war to save India from Japanese invasion. It will surely go 
down! m the imperial record that Britain gave twice and gave 
quickly.’ 1 

That this interpretation of India's financial contribution to 
the war is widely believed m British circles will be evident from 
a few further extracts The London ‘ Times ’ published the follow- 
ing statement on the Indian Budget for 1943-44 • — “ It (the 
Budget Speech of the Finance Member) also confirmed that the 
British Government pressed for revision of the Indo-Bntish war 
financing arrangements, whereby effectively Britain pays India for 
India’s contributions to the common war effort, while India does 
not pay Britain for contributions to India's defence, but the 
Indian Goverment resisted the revision and the British Govern- 
ment dropped the matter and accordingly present arrangements 


1. Reported in The Times of Indta, 10-3-43. 
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stand." 1 2 3 Mr J M. B. Gibbons, President of the Bombay Cham 
ber of Commerce, a European body in welcoming the new Cover 
nor of Bombay at the annual meeting of the Chamber on 31st 
March 1943 referred to the prosperity in India in these words — 
“This internal prosperity finds its counterpart in the financial 
situation of the country an a whole, and India, from being a 
debtor a well on the way to becoming a creditor country ” This 
he attributed to the fract i on of India a defence expenditure be- 
ing borne by herself and said that "our satisfaction might very 
well be tempered by the reflection that a very great measure of 
this prosperity and of these prefit* is m effect a free gift to India 
from the peoples of Britain and America."* The Chancellor of 
the Exchequer in presenting the British Budget to Parliament 
on 12th April 1943 echoed this view in these word* — M The 
greater part of the additional cost of India and of the defence 
outside her frontier* fell upop Britain, which meant that a finan 
dal situation of ionic difficulty was being created for Bntam In 
the future.” 


(2) Indus Share in the War. 

The above passages refle c t the British attitude towards the 
financial contribution made by India for the war Before com 
meeting on this attitude, which b due to a wrong interpretation 
of the part India play* In the financial sphere on account of the 
war we shall refer to several authoritative acknowledgments of 
the work dond by India in the military and supply fronts. 

Mr L. & Amery Secretary' of State for Indn in a speech at 
Birmingham on 12th March 19 13,* referred to India* share in 
the war which would one day be regarded os the war* most 
significant feature. Mr Amery said, “ India has rated a million 
and a half volunteer*. Her divisions showed themselves second to 
none in all the hard fought battle fields In the Middle EaU. She 
has already played the part of the main arcenal of the Middle 
Eastern campaigns and h now preparing to play an even greater 
part in the supply and equipment of forces destined to rtli-wr 


1. Reported In 7 >t Ti •*** 1*4*3. m 6-^-Ct 

2. Reported bi Tit Tn-tn *f to t *443 

3. Reported In Tie 7T«fJ */ J*-!** 13 343. 
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China and bring Japans ephemeral conquests tottering to the 
ground ” 

A few da>s later, the Prime Minister sent the following 
message to H E the Viceroy — " Wc iia\e watched with admira- 
tion tlie splendid achievements of the fourth Indian Division in 
the battle of Maretli and in the recent victory at the Wadi Akarit 
The high renown of India's soldiers and of the redoubtable Gur- 
kha troops has been enhanced by the outstanding performance of 
the Indian Army m all the campaignes of the Middle East 

" I take this occasion to express to the Princes and people 
of India and to our firm friend, His Highness the Maharaja of 
Nepal, our admiration and gratitude for all that the Indian Army 
has done m Africa, m the far East and m India itself 

“ We take pride that India’s fighting men should now share 
in the successes which have crowned the long uphill contest in 
which they have played so valiant a part” 1 

It is not necessary to add that eloquent appreciative com- 
ments were made m the British press on the w'ork of the Indian 
Army following this message from Mr Churchill. 

After the battle of Tunisia, His Excellency the Viceroy 
broadcasting on the Allied victory m North Africa on 13th May 
1943 made among other things the following observations . — 

“We shall rejoice that our famous fourth Indian Division 
was in at the kill But there are many troops not now m Tuni- 
sia who won fame in Africa in 1940, 1941 and 1942, and it would 
be ingratitude to forget the part that Indian troops played in 
Field-Marshall Wavell’s great campaigns and in General Auchin- 
leck’s splendid last stand that saved Egypt It has been the joint 
endeavour of all troops engaged since the beginning of the African 
campaign that has made possible the final victory which we are 
now to celebrate” 

“India has been a vast base for our African operations, a 
base from 1 which essential supplies in huge quantities have been 
sent first to buttress our defence and then to crush and overwhelm 
the enemy” 


Reported in The Times of India, 19-4-43 


(3) Defence of the Empire and Defence of India. 

It u dear therefore that the British Government uses India 
as a bare of operations, at an arsenal of war ai a recruiting 
ground for lakhs of troops, and u a source of nurneroui supplies. 
It it equally dear that all these activities are primarily foe the 
defence of the Empire both fa the West and In the E ast, and 
that the defence of India « incidental. In other words, the 
campaigns in the west and the cast to which both Mr Churchill 
and Mr Amery refer would not hare been possible but for the 
fact that these huge preparation* could be made fa India. It b 
necessary to appreciate the fact that the military machine new 
organised m India is an Imperial affair controlled by the British 
Government, the Government of India acting as subordinate 
agents fa various spheres. The fact that the effective defence of 
the Empire berth m the west and the east has been made possible 
by using India as the base fa this way is forgotten by confusing 
these activities with the defence of India, which is as said above 
not only incidental, but h also required for the defence of the 
Empire. 


(4) The Imperial Military Machine. 

The significance of this state of affair* mutt be realised fa 
order to understand the problem of expenditure for organ King 
and running this Imperial Military Machine in India. The a 
penditure in India has to be fa rupees, nod the Government of 
India have taken upon themselves the responsibility foe providing 
the rupee finance required for the purpose in the first Instance. 
In practice, therefore the war activities fa India which are ran 
« one organised affair controlled by the British Government, 
are carried on without reference to the parties who will bear the 
burden of financing them fa the end. Tbore fa charge of the 
Military Machine fa India hare not to worry abewt the problem 
of the sources from which the funds they require are drrivrd 
they hare merely to ask for the funds fa re pm whkh the Go* 
vtmment of India supply 

(5) THE FINNSCUL ScmXMENT 
Having thus pa** 5 fa r u p e es for the war expenditure fa fodu. 
the Government of India then try to reimburse therowfres Iron 



5 


the British Government for part of this expenditure. The method 
adopted m this connection is to determine the expenditure that 
should be charged to India, the balance being a British responsibi- 
lity. For this purpose' a Financial Settlement was made between 
India and HiS Majesty’s Government regarding the allocation of 
the war expenditure in India between the two' governments Ac- 
cording to this, India is to bear — 

(1) a fixed annual sum, representing the normal net effective 
costs of the army m India 1 under peace conditions, plus 

(2) an addition to allow for rise in prices, plus 

(3) the cost of such war measures as can be regarded as 
purely Indian liabilities by reason of their having been under- 
taken by India m her own interests, and 

,(4) a lump sum payment of 1 crore of rupees towards the 
extra cost of maintaining India’s External Defence Troops over- 
seas 

The effect of this on the Defence Expenditure of India is 
seen in the following figures — 

Year Net Defence Expenditure 

in Crores of Rs 

1937- 38 47 

1938- 39 46 

1939- 40 50 

194041 74 

194142 

(Revised Estimates) 190 

1.942-43 

.(Budget Estimates) 183 

I 

Japan entered the war m December 1941 The full implica- 
tions of this were realised when a large slice of the Empire in the 
East was occupied by the Japanese, and Burma had to be 
evacuated The importance of India, which was hitherto a base 
of operations for the Middle East, now increased more than ever 
not only for the defenoe of the Empire m the east, but also for the 
reacquisition of lost territories By exaggerating the danger to 
India of a Japanese mvasion, this important aspect of Imperial 
need has been often kept in the background The story of war 
activities in India after the entry of the Japanese mto Burma 
2 
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must be studied with the dear recognition of the fact that they 
are desi gn ed primarily for the defence of the Empire in and 
through India, and the defence of India b not only a part of tbe 
larger Imperial scheme of things, but b abo thus wwntlai for the 
defence of tbe Empire. 

(6) Proposed Revision of the Settlement 

"With the sudden and vast expansion of the Imperial war 
machine in India in 1042, the expenditure abo increased, and the 
question of revising the Financial Settlement with a view to debit 
a much larger share of the total expenditure to India was raised* 
The Finance Member proceeded to the U K. to discuss the 
problems that aroee. Among other things he pointed out that 
owing to the developments in the situation since the entry of 
Japan into the war the co6t of the measures necessary’ for the 
defence of India and for which India b liable under the existing 
Settlement, was eo great as to impose a very heavy strain on 
India* limited financial resources.”* Though it b now agreed 
that the Financial Settlement should not be disturbed, it has abo 
been dedded to adjust the new hems of expenditure by an elastic 
Interpretation of the prireaples of the Settlement. 

(7) Military rREFARvnoNS during 19-1243 

In order to hare a proper idea of the additional burdens 
involved, we must first review briefly the new war activities which 
have been recently organised.* From the beginning of 191243 


1 “ It wn itrontly contended by His Majesty a Coreirroent dot 
the continued operation of the Flnsnciii Settlement between lod-i 
and the U K. would lead to an Inequitable dbutbulloo of tbe cods of 
the joint effort* to defend India and the countries with which the 
defence of India was Intimately bound trp. ata Inst the trttrWon of the 
Axis powm. It was therefore rr°po**d on behalf o t IIU Majesty* 
Government that the eadtflnt ‘settlement should be abwdoewd and that 
In the new arranrement it should at kart be stlpiUted that the rah* 
d equipment supplied by Ifis Majesty* Government for the cWmre of 
India should be %tz train* the mu of r«ii and sender. wnpSed bT 
India for use In operations outside India." (Par* 22, l**t34t lU-int 


speeds') 

2. Dudrrt Speech, Para 23 

3 . Bawd on the Dudrt 191341 
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but after the budget for that year was passed in the Legislature,, 
it was decided to make “ further substantial increases in all three 
arms of the defence services— particularly the Air arm”. This 
was intended “ to protect India against the fresh dangers to which 
the course of the war has exposed herV’ Recruitment for the 
army was increased to about 70,000 per month ; training establish- 
ments were increased ; internal communications, particularly 
telephone and telegraph systems were vastly extended. The 
housing of the additional troops, the storage of the new equipment 
and workshops led to great building activities The opening of 
the neglected land route between India and Burma which became 
necessary with the withdrawal of the troops from Burma increased 
^the engineering difficulties To these were added ‘the massive 
requirements ' of the Air Forces 

As a result of these efforts the strength of the Army has been 
raised to a high figure sufficient not only for defence but also for 
offensive action The basic pay and allowances of the Indian 
soldier as well as deferred pay were also increased 

At the same time the Royal Indian Navy has been consider- 
ably expanded The new war vessels are used 1 for the protection 
of the country This has led to a large increase in the personnel. 
The facilities at the existing naval bases have been improved and 
new bases have been constructed. Training institutions such as 
a Toipedo School, Signal School, Anti-Submanne School, School 
for training in the handling of Landing Assault Craft etc. have 
beeni either improved or instituted 

The development in the Air Force m India has been still 
greater It was decided that the Indian Air Force should be re- 
inforced by large numbers of squadrons of the Royal Air Force, 
and that for this purpose, the ground and other facilities should 
be immediately extended on a vast scale A comprehensive 
programme of aerodrome construction was pushed through at 
record speed, for which a million men were employed by day and 
night for many months A large number of aircraft with their 
equipment have arrived in India, out of which squadrons are 
formed The Indian Air Force has been expanded and will 
consist of seven squadrons during the year 1943-44 Simultane- 


1. Budget Speech, para 11 
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ously with this, anti-air craft defences have been improved. This 
expansion has made it necessary to have proper facilities for 
repairs and maintenance. The Hindustan Aircraft Company a 
now concentrating on these repairs, new construction fa in abey 
anoe and other repair facilities have also been created, 

(8) The Theory of Joint War Measures, 

As pointed out above, in practice no distinction fa made 
whether a particular measure fa for the defence of India or for 
that of the Empire. It a easy to point out thqt in most cases, 
the work fa such that it helps in the defence of India, while defend 
mg the Empire. By the very geographical position in whkh India 
fa situated, and the great strategic use to which this position Is 
being put, it is possible to confuse the defence of India with that 
of the Empire. This has led to the theory of joint war measure* ’ 
various measures ore included in this category on the above 
consideration, and the cott of them is shared between India and 
the U K. It fa not dear whether the share of both the countries 
fa equal m each case. But it is obvious that them fa great room 
for arbitrary decisions in such cases, which may result fa increased 
burdens on this country 

To take an illustration, all expansions fa the land forces fa 
India are considered as one joint war measure, the cost of which 
fa dlviddd ns under — 

(a) That India would pa> for raising, training end 
equipping from Indian resources of all land forces raised in India 
and for their maintenance as long as they stayed fa the country 
and were available for the local defence of India. When they 
left for overseas, the cost to India of rahing nnd training them 
and also of equipping them would be recovered from 1 Ifa Majesty » 
Government, who would assume all further liability for them 
(f?) All imported equipment and stores for such ex pa re im 
measures of the land fortrs from whatever source frierpt vrlikln. 
armoured or otherwise, from elsewhere other than the U K.) 
would be provided by Ufa Majerty* Govrrrment.’ 

That an the land forces ral*ed fa India art nr* rorant for 
merely the defence of India fa wd! knenm. The practice htf 


1 Bodjrt c pe«h. r 0 -* 1 
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been to send large numbers of these forces overseas, at the same 
time bring into India large numbers of white troops The cost of 
the white troops which India pays is much greater per head, than 
that of the Indian troops sent abroad which is paid by His 
Majesty’s Government This proves the remarks made above 
regarding the defence of the Empire m and through India In 
spite of this, by treating the land forces raised m India as a joint 
war measure, their cost is charged to India so long as 
they are m India When they are sent overseas, the cost of rais- 
ing, training and equipping them is to be recovered from the U K. 
but not the cost of maintaining them during the period they were 
m India waiting for service outside. It is obvious that more 
troops are raised in India than are required for the defence of 
India, though the Finance Member referred to such measures as 
being intended “to protect India against the fresh dangers to 
which thej course of the war has exposed her.” 

Whereas the problem of the allocation of the cost of the 
Royal Indian Navy has not raised great difficulties, that relating 
to the Air Force m India has not yet been decided The liability 
of India will be for “ the capital outlay incurred in India on the 
provision of air fields and other ground and operational facilities , 
and the recurring costs of the squadrons and connected services 
while employed m India” Whether these Air Forces working 
from India are really defending India or the Empire is a, difficult 
question, though there is no doubt that a large part of their work 
is obviously m the nature of Imperial defence. In spite of this, 
their entire cost so long as they operate m and from India will be 
an Indian liability A limit is however sought to be put by defin- 
ing the maximum air forces ‘which should be considered as 
strictly necessary for the defence of India ’ This has not yet 
been decided and only provisional estimates have been included in 
the budget for this both on capital and revenue accounts 

Regarding the activities of the Supply Department, the most 
important question has been that of new war factories and their 
cost It is well-known that some of these factories will not have 
a commercial value after the war, though others may have. The 
arrangements made in this connection are that half the capital cost 
of the factories should be paid by India, and India should own 
all the assets The question whether this will be to the ultimate 
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advantage of India m proportion to the cotf cannot he deter 
mined till the exact nature of the factories, and the extent to 
which they can be effectively used after the war as commercial 
concerns are known. 

These flhatratioos show the extent to which the burden on 
India has been extended far beyond that contemplated under the 
Financial Settlement The vagueness and arbitrary nature of the 
decmoDs involved in this theory of Joint war measures h 
enhanced by the very material and Important factor that we arc 
not told the exact amount that the U K. pays under each bead. 
What wc know is the amount which India has to pay the balance, 
the figure of which is not published being paid by the U k. 
The theory of joint war measure* should at least involve this 
reciprocity that the party who h made responsible for ooe share 
of the cost, should be informed of the volume of the other share 
paid by the other party to the joint measures, to that it may be 
possible to form a judgment of the fairness or otherwise of the 
decisions in each major ctfe. 

(9) Rechtocal Aro to U S. A. 

{ Along with these financial questions, that of Redprool Aid 
to the U S. Forces in India has to be considered. This question 
has remained rather vague in the past, and wc arc not aware of 
the exact nature of the arrangements made hitherto. Nigotb 
atiocs for a direct Mutual Aid Agreement with the U S. A. are 
going on, and pending this, it has been decided to provide In the 
Defence estimates of 1942-43 and 1943-44 for Reciprocal Aid 
to the U S A. Whenever Lcare-Lend supplies are sold to th* 
public, Provincial Governments, Railway* and Government 
departments run on commercial or quasi -commctaal lines there 
is a receipt in the estimates on thh account The total amount 
provided In the Defence estimates for this is R*. 10 70 bkh* f<* 
1942-43 and IK KM lakhs for 1943-4 1 The former fi-urr l* 
higher mainly beau re the capital cert of providing tHrodroOrt 
for the U Sl A. forces is Included In the estimates of PP-C 

In this ere aho it mmt be rotated 001 that mtrrlal freti 
bn ring on the question are ir* rrmW. For example wv di 
not know the extent of tV help reemtd by India fieri 
USA, though the U S A. autlmntk* have rtemily armour*^ 
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laige figures of such help There is an Indian Purchasing Mis- 
sion m the U S A The Indian public have a right to know the 
extent of the supplies obtained by this Mission and the nature of 
the obligation incurred by India for the same. At the same time, 
it is known that some Lease-Lcnd supplies sent to India are on 
behalf of His Majesty’s Government We are not informed as 
to how these supplies are allocated, and to what extent, if any, 
tins involves a reciprocal obligation on India now or hereafter 
Only to the extent to which Reciprocal Aid to the U S A is 
made a part of the Indian Budget, we are given an inkling into 
the position by the provisional figures mentioned above About 
the way in which the U S A receives its other finance m India, 
and the effect of the same on India we are kept m the dark 

In connection with a direct Reciprocity Agreement with the 
U S A the questions to be determined are whether the Lease- 
Lend supplies received in India from the U S. A are genuine 
Indian! needs or are for Imperial purposes To the extent to 
which these supplies are used for genuine Indian needs they 
should be debited to India’s account , if those supplies which are 
not so used are also debited to Indian account, there will be an 
element of injustice Having determined the value of American 
supplies to be debited to Indian account, we may theoretically 
say that India may well be asked to give reciprocal aid m return 
m the form of goods and services to the U S A including rupee 
finance in India But the problem is not so simple The ques- 
tion is what is the real purpose of sending American troops to 
India 7 Are they required here for the defence of India 7 Or, 
are they here mainly because India is the only important base 
for action against the Japanese for an eventual fight for regain- 
ing control over the Pacific including the Philhpmes 7 American 
prestige, American influence and also American interests m the 
Pacific and in Chma have suffered a severe blow since the attack 
on Pearl Harbour at the hands of the Japanese It is to retrieve 
this position among other things that the U S A. entered the 
War and it is for this purpose ultimately that American troops 
are in India If American troops are m India to help to regain 
British and American interests m Burma, Malaya and m the 
Pacific, the defence of Ihdia towards which their help appears to 
be given m the first instance is merely for this ultimate goal 
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They must maintain in India an effective base for these future 
operations and not merely because they rant to defend India for 
the sake of doing so. If this it bo, is America, which a by far the 
richest country m the world, and which is out to defend the cause 
of liberty in backward areas, justified in expecting a lease kod 
return front India in the form of goods, services and rupee 
finance? Can we not expect a more statemanlfke attitude on 
tbe part of the American authorities in refusing to accept such 
return from the people of India in a matter whkh is eminently a 
concern of the British and the Americans ? 

(10) Defence Expenditure charged to Capital Account 
Before we try to have a more coocrete idea of the burdens 
involved in these arrangements, wc should refer to a change in 
the form of presenting the Defence Estimates. Some of the cx 
penditure is on items which are of a capital nature against which 
durable assets are held In view of this It has been d coded to 
separate each items Into a capital account, thus nominally 
reducing the Defence expenditure charged to revenue. The items 
falling under this category arc (1) capital cost of aerodromes and 
ground facilities (2) capital cost of industrial expansion charged 
to India (3) capital cost for aerodromes etc. for the U S. A- 
Forces (4) capital cost of new ships for the Indian Navy and 
(5) capital cost of telephone nnd telegraph extern ion chargeable 
to defence. It is obvious that these items arc not lEmilar to 
Hallways under whkh wc have a separate capital account lor 
assets, whkh earn their own interest How much of these assets 
it will be possible to use as commercial propositions roust remain 
a matter of great uncertainty and for the present thr*c charges 
must be considered as financial burdens of the war 

The following figures give an idea of the way in whkh 
these changes have resulted in large additions to our defence 
expenditure — 

Keren** Aernni 
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Co fatal Account 

(in Latin of R< ) 


(1) 

Air Force — Aerodrome^ 

1912-13 

18,37 

1913-44 

2,52 

(2) 

Capital outla> on Industrial Ex- 
pansion 

12,00 

4,00 

(3) 

Reciprocal aid to U S A — 
Aerodromes 

12,75 

2,85 

(4) 

New construction for the R. I N 

4,72 

3,28 

(5) 

Capital outlaj on Telephone Com- 
munication scheme 

1,30 

4,20 


Total 

49,14 

16,85 

Grand Total of Revenue and 

Capital Accounts 

238,89 

199,66 


The large increase in the revised estimates from Rs 130 crores to 
Rs 239 crores is remarkable and show s the effect of the new inter- 
pretation of the Financial Settlement The estimate for 1943-44 
which is about Rs 200 crores is somewhat less, partly because 
most of the capital outlay was done during 1942-43 ; but we do 
not know how far this estimate will be exceeded by the end of the 
year, m view of what has happened during 1942-43 

The expenditure on other departments of the Government of 
India has also increased because of the war This is due mainly 
to Civil Defence preparations, chiefly ARP Services , dearness 
allowances , relief to evacuees, chiefly from Burma , expansion of 
the Supply Department and so on. The effect of the war on the 
total expenditure will be seen from the following table * — 



Expenditure in 

crores 

of RSI- 


Year 

Defence 

Cml 

Other 

Total 

1937-38 

53 

39 

31 

122 

1938-39 

52 

39 

31 

122 

1939-40 

50 

45 

30 

126 

1940-41 

75 

40 

36 

152 

1941-42 

105 

43 

37 

186 

(B E) 1943-44 

198 

84 

46 

328 

(R. E) 1942-43 

199 

77 

38 

314 


1 These figures include all expenditure shown in the budget as on 
Revenue Account, m which the interest payments on railway capital 
and the whole revenue expenditure on the Post and Telegraph Depart?* 
ment are included. 
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(11) The Limit of India s Contribution to War 
This rapid tmvey should coovmce any coe conversant with 
the poverty of the people of India, their low standard of hying, 
and their limited taxable capacity that India has been made to 
pay heavily towards the cost of the war, and that her fiwmrbd 
contribution is of no le» Importance than that in men and 
materials. In fact, in using India as the strategic base for the 
war both m east and the west, the British Government have tried 
their best to see that India contributes financially to the pomt of 
squeezability The manner m which the British Government 
tried to change the Financial Settlement in order to produce from 
their pomt of view an equitable apportionment of defence llabi 
fities was briefly explained by the Finance Member* The 
proposal to modify the Financial Settlement has been dropped, 
out of which the Finance Member has tried to create a psycho* 
logical satisfaction. He has however not revealed the obvious 
connection of this decision to the large increases in our financial 
liabilities. Is it not proper to infer that with the threat of a 
modification of the Financial Settlement, the British Government 
obtained the transfer of as much of the war expenditure m India 
as possible to India by the various devices which have been 
already explained, and that the threat was withdrawn when they 
found that a revision of the Settlement would not be more ad 
vantageous to them than what the Finance Member offered by 
the ingenious interpretation of the existing Settlement by indue! 

1 Rcpiymi to the general <W»te on tho Budget for 1943-44 the 
Finance Member dealt with the question whether the Government of 
India In agreeing to the Financial Settlement, had kept In rrond the 
financial enpedty of India. “His answer was emphatically In the 
affirmative. He would co » far as to ray that by no other criterion 
could this settlement be fustlfied. Tkrre trer no or fwwenf of 
except fnotnUty to moke a tarter contribution — which wtwld allot to 
India fo email a share of the cost of defence against a canine end 
Imminent dancer" (Italics cun) 

Obviously there was no measure by which the ability of India 
was determined. The only limit was the point at which the Inability to 
make a larger contribution betan In the opinion of the Finance Member 
This explains the fact that India contributes to the print of squrtia 
bflity Ct "Briefly absolute taxable capacity Is the limit of squma 
biGty " Science of Public Finance by G Findlay Shims, third edition, 
p 229 

*> 


Budget Speech, 1SC44 
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ing in it ‘joint war measures and similar other things already 
•discussed 7 

(12) Was Britain generous to India in the past 7 

It is necessary to emphasise this point because of the way m 
which responsible parties in the U. K are trying not only to 
ignore the financial burden of the war put on India, but are also 
•creating the wrong impression that the U K has been so generous 
that it is paying for the defence of India It would be appro- 
priate here to point out that this claim of British generosity to- 
wards India is not borne out by history It may be recalled that 
the debt of the East India Company incurred for the conquest of 
India was turned into the public debt of India The debt m- 
■curred for the suppression of the Mutiny of 1857 also became 
part of the Indian Public Debt The interest on the East India 
Stock and the payment of part of the principal at the rate of 
£ 200 for every £ 1100 were debited to India It is well known 
that the Indian Army has been maintained as a part of the 
Imperial Army and has been available for expeditions with 
which India has had no connection The use of the Indian Army 
•overseas for such purposes in the past became a subject of criti- 
cism, the more so because part or whole of the) expenditure for 
such purposes was debited to India, often against the wishes and 
protests of the Government of India themselves 1 During the 
last war of 1914-18, the ordinary cost of Indian troops sent over- 
seas was borne by India 2 ; in addition to this special war contri- 
butions amounting to Rs 150 crores m 1917 and Rs 21 6 crores 
m 1918 were paid by India With the growing political consci- 
ousness in the country, and the declaration of gradual self- 
government, it was realised that the fact of the Indian Army 
being a part of the Imperial Artny could no longer be concealed 
Anticipating that the control of civil power in India will have to 
be transferred as soon as possible, the British authorities thought 
of arranging for an effective military control in India, partly for 
strategic reasons and partly m the interests of British trade and 
Industry When the Chatfield Commission came to the conclusion 

1. For a fuller account of this problem, see C N Vakil, “ Financial 
Developments in Modem India”, pp. 125-137 

2 Page 135 Ibid. 
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that the Indian Army tfrould be mechanised it was also recom- 
mended that a large part of the cost should be met by the British 
Government This was oo the one hand a recognition of the kmg 
existing bat concealed fact that the Indian Army was port of the 
Imperial Army that it shreild now be openly treated as Rich and 
on that account the additional cost be borne by the British 
Government It was well known at the time that there was no 
threat to India then requiring mechanisation of Indian troops 
these preparations In India were part of the sudden war prepara 
tlons in England and the Empire because of the failure of Britain 
to appease Germany and the prospect of a world war In which 
such ratehantsed Indian troop* could be used. They are being 
used now in Africa and elsewhere with great effect Naturally 
the control of the Army would remain with the British who now 
also paid for it partly and thus this silent revolution In the 
status of the Indian Army as being openly under the control of 
the British authorities. Independent of the popular dement In the 
Government of India now and independent of the National 
Indian Government of the future, was brought about 1 

(13) Tire Theory op Imperial Defence. 

With the outbreak of the War when the Financial Settlement 
for war expenditure was adopted it was made in pursuance of 
the same general policy mentioned above. Expenditure which 
might bo considered necessary for the defence of India or for 
H purely Indian liabilities” was estimated by the new formula and 
this was debited to Indian account In praetkr the expenditure 
on the military establishments In India— land air or ttn —is 
deeded mainly on Imperial considerations. The plans and 
estimates have little relation to the needs and capacity of India 
The defence needs of India ore covered In the larger Imperial 
scheme of thing* the capacity of India l< defined by the 
Financial Settlement she will pay the amount thus due from bet 
and the rest will be found by the British Government We have 
already recn how the vast and riattk limits of Intefprrtatkn of 
the existing formula have been u«ed and huge additions have been 


1 The iiwoti paid by the U K. lor this fwpnw ans t » 3 rU 
hosts, and • loan or £ B5 roUGcns without intern* which Is to br repaid 
loan »i port of the debt repatriation scheme 
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made to the military budget of the country.* It should be clear 
that the British Government are not paying for the cost of the 
defence of India , rather India is helping them to defend the 
Empire m the sense that the huge defence expenditure actually 
borne by India is a deduction from the total cost of Imperial 
defence in and through India . 2 

Besides the war expenditure tn India, which thus becomes the 
defence expenditure of India, India further makes a substantial 
financial contribution to the war by providing the rupee finance 
tor that portion of the war expenditure m India, which is debited 
to His Majesty’s Government Though India is ultimately 
reimbursed for this in sterling, the method of finding the rupee 
finance and the use of the sterling received in lieu of the same in 
England, involve a heavy burden on the country which has not 
been appreciated by those who harp on the so-called generosity 
of the Bntish Government in the financing of the war exjxmditure 
in India. The same applies to the rupee finance provided for 
other allied nations For example, if we have a dollar credit for 
rupee finance given to the U S A the same would be transferred 
to the U K and we would get a credit in sterling 

(14) Exclusion of material facts from the Budget 

As already explained the entire war expenditure m India is 


1 Cf “ Though no definite forecast is possible, it is obvious that 
there are vast and elastic limits of interpretation under the existing 
formula, which m view of the war situation in the East and the diffi- 
culties of financing the same from England, may result in substantial 
additions to the military budget of the country, unless the Indian 
members of the Viceroy’s Council are able to prevent the same, because 
the Assembly as at present constituted can have no effective voice in 
the matter ” (C N Vakil The Falling Rupee, second edition , p 20) 

2 Incidentally this explains why during the Cnpps’ negotiations 
control of Defence was kept m reserve as the only item which could not 
be transferred to a national government At present the only distinc- 
tion between Imperial and Indian defence is in the matter of allocating 
expenditure , in! all other respects it is wholly an Imperial affair The 
fact that the Defence Expenditure which was more than half the Central 
Budget m normal times was not subject to the vote of the Assembly is 
also explained by this theory Ibid page 19 

The fact that the Military, Naval and Air Chiefs of India had to 
attend the Roosevelt-Churchill meeting at Washington m the middle of 
May also supports the theory of Imperial Defence outlined above. 
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financed by the Government of India in rupees the allocation of 
expenditure between India and the U K. is a matter of account 
tog which takes place afterwards in the manner explained above. 
The way* and means position of the Government of India h 
thus affected not merely by its own budget rerjaircnents, but by 
the entire cost of the war fa India including that portion which 
ii charged to His Majesty’s Government and the allies. It h an 
irony of war finance m India that the entire ways and means 
position of the Government of Indlh thus affected Is not even 
placed before the Legislature, and we are kept completely in the 
dark as to the amounts involved. If the true way* andi means 
position of the Government of India for financing the total war 
expenditure in India, irrespective of its allocation, were revealed, 
we would at ooce find that the Government of India is in the 
same position as some of the belligerent countries in the last war 
who financed their war expend it a re by printing additional cur 
rcncy note*. The fact that this essential part of the financial 
activities of the Government of India is thus concealed in no way 
absolves them from the fact that inflationary methods of finance 
arc adopted Instead of being told directly as to what exactly H 
done to this matter wc arc left to infer the facts, from the figures 
of the Issue Department of the Reserve Bank of India which 
show large increases to the issue of currency notes, against sterling 
securities, to which the sterling payments received from the Britbh 
Government are invested 

Whereas in the U S A. and the U K. the entire cost of the 
war howsoever incurred is made public, this practice of not pub- 
lishing the correct ways and means budget of the Government of 
India has misled not only the British public into the myth of 
British generosity towards India but the Finance Member hfasrif 
has become a victim of the self-delusion thus created. In hH 
reply to the general discussion on the budget, he observed that 
" the sterling balances nrore not only from goods exported out of 
the country or services rendered to other theatres of war iwt that, 
in so far as under the Financial Settlement with Ills Majesty* 
Government the whole cost of the defence of India was not bnenr 
b> India, the remainder of the <x*t of defending India and the 
measures taken to India became part of the sterling balances.* 

The problem of sterling balances will be treated at length ti ef 
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but after squeezing the people of thi^ country both directly by 
taxes and loans, and indirectly by inflation to their utmost capa- 
city, instead of making a generous acknowledgment of the enor- 
mous financial contribution that India makes towards the defence 
of the Empire with reference to her limited capacity, it is a mis- 
fortune of this country to be told by the Finance Member himself 
that India does not bear the whole cost of her own defence What 
greater proof is required for the confusion thus caused between 
the defence of the Empire in and through India on the one hand 
and the defence of India on the other hand even m the highest 
quarters in the financial sphere’ 

(15) Conclusions 

The conclusions of this review are - 

(1) That the wan expenditure in India has grown enorm- 
ously because India is the base of operations m the east and in the 
w’est for the Imperial war machine. 

(2) That the total disbursements in rupees m India for the 
entire war activities are not shown in the ways and means budget, 
and that this practice leads to a W'rong perspective regarding 
India’s financial contribution to the war, so much so that some 
responsible parties have wrongly claimed that the U K is paying 
for the defence of India 

(3) That India is made to pay to the point of squeezability 
for this expenditure on her own account, for which she has to 
raise more taxes and loans 

(4) That India has td find the balance of this expenditure 
mainly by printing additional notes, the adverse effects of which 
on the economic life of the country are being already felt and will 
be disastrous m the end as will be explained later , 

(5) and that therefore the U K instead of being generous 
1 towards India as claimed by some, has fully utilised her Imperial 

position m India m the financial sphere as much as m others, 
without due regard to the effects of the same on the people of the 
country 
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TAXATION AND REVENUE 

A TAX REVENUE DURING THE WAR 

The total expenditure of the Government of India increased 
from Ra. 122 erorea in 1938-39 to Ra. 260 crorca in 1943-44 
(Budget) that is an increase of Rs. 138 crorca or more than a 
hundred per cent These figures do not include the expenditure on 
Commercial Etepartment* shown in the revenue account, as this is 
met from the receipts of these departments. Two-thirds of thh 
excess of Rs. 138 crores or Rs. 98 erorea has been met from an 
increase in revenue, the remainder being accounted for by loam 
or other tourer* to be discussed later This increase in revenue 
has been brought about b> several change* in taxes a* well as by 
other factor* spread over the war period The increase In revenue 
may be divided into (1) that due to taxes and (2) that due to 
commercial services. Taxes wOl account for Rs. CO crores of this 
increase in revenue for 1943-44 the balance of Rs. 33 crores being 
doc to commercial services. 

(1) Emcrs op the War on Existing Taxes. 

Before considering additions to taxation, we shall first late 
note of the effects of the war on the taxes that were in existence 
at the outbreak of the war In some cares, the war lend' to an 
automatic inereare in revenue in others to a deerrare Because 
of the new avenues of employment which the war create* fc»*h In 
the fighting forces and in the supply retvkx*. there h on Incnare 
in the income of certain dasre* of kadtfu In on incrrrre 

m the proceeds from Income Tax. The yWd from or drary 
Income Tax has increased frren Rs. 1S2 crores in to 

Rs, 32 crores in 1*13^4 There figures do not short the fuS 
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extent of the^ increase in re\enuc under tins head, which would 
ha\e otherwise occurred, but for the Excess Profits Tax The 
Excess Profits Tax is a first charge on excess incomes, and for the 
purposes of Income Tax the income is computed after deducting 
from Uic net income the amount’ of Excess Profits Tax paid by 
the asscssec. The war has also led to an increase in the earnings 
of corporations The ordinary corporation tax levied at double 
the pre-wat rate is expected to yield Rs 8 S crorcs m 1913-44 
compared w ith Rs 2 acres m 193S-39. The Excess Profits Tax 
on corporations is put down at Rs 33 8 crores for 1913-44 In 
tins case also the ordinary tax would have jielded more if the 
new tax had not been imposed because of reasons already pointed 
out m the case of ordinary income tax. 

As against the increase of the yield on taxes on income, the 
effect of the war on Customs Duties is that of a substantial decline 
m rexenuc. Tire cessation of trade with enemy countries, or 
countries under enemy occupation, the great difficulties m the 
trade wath neutral countnes, the huge shipping losses, the shortage 
m shipping space available for private trade, and the control of 
exchange as well as of imports and exports haw all combined to 
bnng about a shrinkage m our foreign trade, with the consequence 
that the yield from Customs Duties has fallen. In spite of the 
fact that the rates of duties have been increased, Customs 
Revenue fell from Rs 40 crores m 1938-39 to Rs 30 crores m 
1943-44 Because of the shortage of certain articles such as 
petrol, kerosene, sugar and matches on which Central Excise 
duties were in existence at the beginning 08 the war, the revenue 
from this source would have gone down, but for the increase in 
rates on some of the existing excises and the imposition of new 
excise duties 

(2) New Taxes (a) Excess Profits Tax 

The mobilisation of supplies for war at short notice creates 
numerous problems Because of the shrinkage in foreign trade, 
the absence for certain types of goods which were formerly imported 
is felt It also becomes necessary to take steps to utilise 
locally those goods which were formerly exported New industries 
are suddenly brought mto existence irrespective of their com- 
mercial character ; these give rise to subsidiary industries On 
3 
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account of the great and increasing demand for all sorts of goods 
and the difficulty of organising the supply of the same, prkes of 
Rich goods naturally nsc. Part of the supplies of war must be at 
the cost of civilians, who find that the supplies available to them 
are diminishing. The inevitable nse in prices due to these un- 
avoidable factors during war time is further increased in those 
countries which jesort to inflation as a method of war finance. 
The additional currency notes with which the Government buys 
the supplies become part of the circulation and their distribution 
is roost uneven. The Increased quantity of money thus created 
exchanges against the diminished quantity of goods, which thus 
becomes an additional general factor for a further large rise in 
prices. 

Those who are in a position cither to manufacture goods for 
war or to undertake to supply such goods as contractors find them- 
selva m possession of huge windfall profits due to the nsc in 
prices, which is often of a continuous nature particularly under 
inflationary conditions. The persons in this fortunate position 
thus reap where they have never sown, because the profits which 
they receive nrc not due to any special foresight or Intelligence on 
tbdr part, but arc mainly due to war It fa natural, therefore, 
that the state shcxild tee that large fortunes arc not amassed b> a 
few out of the national calamity due to which mo*t people hare 
to tuffer in various ways. Thh is the justification of the Excess 
Profits Tax which fa a feature of tlv financial system of nil brill 
gcrent countries. 

In his speech introducing the Excess Profits Tax In 10 10, the 
Jvnanct* .Member Dbrervrd that “it was just that in jab In? add! 
troral re ve nu es necessary to cope with this additional expenditure 
Gover nm e n t should tax the Increased profits which Itkr hcna*ed 
expenditure arerc out of the war* 4 The rate of the tat was 
50 per cent this was increased to CCf per cent In 101 Ml In 
the U K. the Exce-s Prefits Tax rate fa 100 per cmt. then'll 
20 p'T cent of the tax paid as a sort of deferred vnvhtcx. 1 In 
India the Excess Picfits Tat it levied on Inenmn nVrr 


1 A tircilir * rar er rxr* on an bit!* wji Irrrv'rrd fa 

Inis ihit hxt bem nu<J<- mr^»il«ry rerr^fy tHi *IC be d 
in the chapter on PubUc Debt, 
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Rs 36,000 In the case of industries established after 31st March 
1936, a percentage basis is laid down 1 Regarding losses and 
hard cases, the same general provisions as in other countries have 
been made. So far as the basis fori the calculation of standard 
profits is concerned, there was a great controversy about the 
selection of the standard period The incidence of the tax would 
obviously vary with the period of standard profits In order 
that the period may be as near the outbreak of the war as possible, 
and yet be unaffected by it, great care has to be taken In the 
U K the years 1935 and 1936 or the average of either with 1937 
has been adopted as the standard period In India there were no 
- war preparations even m 1938-39,, though this year was not 
allowed to be taken as the basis for calculating standard' profits 
The standard period m India is Income Tax years (a) 1936, 
(b) 1937, (c) 1936 and 1938, (d) 1937 and 1938 and (e) 1938 
and 1939 This put certain businessmen in whose case the effects 
of the Great Depression had not yet disappeared to a disadvantage 

(b) Income Tax and Super Tax 

In the budget for 1940-41, these taxes were not touched 
though a warning was given by the Finance Member that the tax 
payers might be called upon to pay more A supplementary 
budget was introduced in the middle of the year when a central 
surcharge' of 25 per cent was levied both on the Income and 
Super Taxes This was subsequently increased further from time 
to time In the budget for 1941-42, the surcharge was raised to 
33 1 / 8 per cent , in the following years it was raised to 50 per cent 
in the case of incomes above Rs 15,000, and to a still higher 
figure m the case of incomes below this level This anomaly was 
explained by the Finance Member in these words “ The basic 
tax progresses from fths of an anna at one end to 9£ as m the 
rupee at the other The scope for feasible enhancement of the 
latter rate of tax in a time of national emergency is clearly mudi 
more restricted m terms of a flat percentage than the increases 


1 The percentage laid down is 8%* in case of companies, except 
where the directors have a controlling interest, and 10% in other cases 
In case of firms commencing work on or after l-7-’38, the percentages 
are raised to ten and twelve respectively 
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Which are feasible m the tower reaches of the scale. 1 ” In the Bad 
get for 1943-44, the surcharge was farther increased to inch a 
manner that the central surcharge will now be 66 § per cent of the 
basic income tax rates. In the case of Super Tax a uniform in- 
crease of half an anna in the rupee has been made. The new rates 
of Income Tax and Super Tax will be found to Appendix I to 
this chapter The surcharges are expected to yidd an additional 
revenue of Ra. 16 era. during 191344 

A few other changes made to the budget for 194243 may be 
Doted. The exemption limit for income tax was towered from 
Rs. 3000 to Rs. 1500. Besides a scheme was made to bring about 
savings in the case of certain income tax assesses. This will be 
discussed to the next chapter 

(i) Suggestion for relief from Income Tea. While taxes on 
income conform to the principle of ability and arc therefore 
better than other forms of taxation, there arc occasions when it 
may be necessary to introduce relief in the income tax on certain 
classes of people on the very pnnapto of ability to pay Under 
the prevailing conditions in the country all daises of people suffer 
to some extent because of rising prices. The suffering ii the 
greatest in the case of those who arc not able to citato a higher 
money income to proportion to the rise to prices, because they wQl 
find that the real value of their original income is falling thus 
lowering their standard of Ij/a This is eminently true of those 
Income tax assesses who arc in the lower grade* say those wh ore 
incomes ore bdow Rs. 6000 A large majority of this class are 
likd> to be persons with fixed Inco mes whore capadty to pay 
income tax is fast disappearing, if it has not disappeared already 
It is on the grounds of abillt> to po> that the taxable mintoun 
should be rawed to at least R*. 3000 and thore with incomes b-kw 
Rs. G000 should be charged the lowest possible rates of tax. 
ViTytcos in the case of thore persona who ore able to cam more 
because of the war the question b of diverting llieir etre-s r°t 
chasing power cither b> taxation or by postponing iu ermvimirr 
the question with reference to the above peep of persons with 
fixed incomes b to restore to them at least vrv purchasing f»iw 
which they have tos. beemre of the war foe no fault of thrir own 


1 Dnd^t Speech. 1 Q U 4J, pan 4t 
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To continue to tax this class of persons at the former rates and 
with the addition of the surcharge is highly inequitable according 
to all canons of taxation 

( 11 ) Ceiling on Higher Incomes While advocating this re- 
lief, we may point out that it is possible to raise more revenue from 
the rich who are able on account of the war to add to their income, 
and who are still left with large incomes even after paying the 
present taxes At a time when the large masses of people have 
to undergo a severe reduction m their standard of living due to 
rising prices, it is not proper that the few nch should be in a 
position to spend more and thus take away for themselves a 
larger proportion of the available reduced stock of essential goods 
Appendix II gives figures which show; the amount of income left 
to persons in different grades of income after paying the taxes 
with the recent changes A comparative table for the U K. 
shows the corresponding position m that country In case more 
revenue is required to make up for the gap caused by the sugges- 
tion made above, or for any other reason, the parties who should 
he first taxed are the nch few, say those who are left with more 
than Rs. 50,000 after paymg the taxes at the new rates This 
will be m accordance with the principle of ability to pay and 
m conformity with the practice of other countries durmg war time. 

(in) Provincial Share of Income Tax In connection with 
the Government of India Act of 1935, it was laid down that the 
provinces should have a share in the proceeds of Income Tax 
This was done because the sources of revenue at the disposal of 
the Provinces were inelastic whereas the scope for expenditure by 
them on nation-building activities was unlimited At the time 
the new constitution came mto operation, the Central Government 
was m difficulties because of deficits in railway finance, which 
meant that the railway contribution to the general revenues was 
not available Sir Otto NeimeyeP who was asked to suggest a 
division of resources between the Centre and the Provinces, re- 
commended that the Centre should retain from the share of 
Income Tax which was to be ultimately given td the Provinces, 1 
a part which along with the railway contribution would make up 


1, Half the proceeds of Income Tax 




a total of Rs. 13 crores. With the outbreak of the war central 
expenditure increased and the main source of central revenue*, 
namdy Customs declined. The Central Government had to de- 
pend on additional income tax among other things. Contrary to 
tho spirit of the Federal Constitution, a change was made in the 
Ndmeyer Award in 1940 by an Order m-Coundl, w hereby the 
Centre was to retain from the Provincial iharc an amount of 
Rs, 4J era res. This order was for three years in the first Instance, 
Uat has been now extended. In cJTcct, this amounts to a con- 
tribution by the Provinces of R*. 4J crores to the Centre for the 
war 

(c) Corporation Tax. 

The Corporation Tax was also increased along with the 
Increases in taxes on income. In the supplementary budget 
for 1940-41 a surcharge of 25 per cent was levied this was in 
creased to 33 1 /, per cent in 1941-42. The tax was raised to 11 
as. in the rupee in 1942-43, and raised to 2 as. for 1943-44 The 
proceeds from this tax rose from Rs. 2 crores in 1938-39 to 
Rs. 8-8 crore* in 194844 

(d) Customs Duties. 

Customs Duties was the largest single source of revenue foe 
the Central Government before the war the yield from it being 
more than Rs. 40 crores out of a total central revenue of about 
Ra. 122 crores or nearly one third of the total revenue. This was 
larger than the Land Revenue of all the Province* put together 
and it may therefore, be considered as the largest source of re- 
venue for the whole country With the outbreak of the war the 
Customs revenue showed some increase and amounted to nearly 
Rs. 46 crore* in 193940 This was perhaps due to the abnormal 
activities of in creased import* during this year But with the 
prolongation of the war the increasing shipping difficulties and 
the restrictions on trade, the trade was bound to suffer with con 
sequent diminution in the yield from Customs Duties. At the 
same tune other taxes, particularly on income were raised, thru 
reducing the relative importance of Custom* Duties as a source 
of revenue. 

An effort wes, however made to nuke op for the reduction 
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in revenue by an increase in the duties The duty on raw cotton 
was doubled in the budget for 1939-40 , this was expected to bring 
Rs 55 lakhs a year In the budget for 1941-42, the alternative 
specific duty on artificial silk, silk yam and thread was increased 
from 3 as to 5 as per lb This was estimated to yield Rs 36 lakhs 
In 1942-43, a general surcharge of 20 per cent was levied on 
Customs Duties with a few exceptions such as raw cotton, motor 
spirit, salt etc This was expected to yield Rs 570 lakhs At 
the same time, the import duty on those articles on which the 
excise duty was increased was automatically raised In spite of 
these changes, this source of revenue is estimated to yield Rs 30 
crores in 194344 as against Rs 44 crores m 1938-39 It may 
be pointed out, however, that after the cessation of hostilities, 
when foreign trade once again becomes normal, Customs Duties 
will yield more revenue. Whether it will regain its former position 
will depend on the changes m the other sources of taxation that 
may be made after the war 

(e) Central Excise Duties 

The Central Excise Duties have shown a remarkable increase 
in revenue from Rs 87 crores m 1938-39 to Rs 25 3 crores 
m 1943-44 or nearly three fold, thus more than making up the 
loss in Customs revenue This has been achieved by increasing 
the rates of tax on the existing items and by adding to the list of 
these items new articles The excise duty on motor spirit was 
raised from 10 as to 12 as m April 1940, and to 15 as m 
April 1942, leading to an increase m revenue of Rs 1 crore 
In 1J94041, the excise duty on sugar was mcreased from Rs 2 
to Rs 3 per cwt , yielding an additional revenue of Rs 3 crores 
The duty on matches was doubled m 1941-42 which was also 
estimated to bring Rs 3 crores In 1942-43 the excise duty on 
kerosene was mcreased from 2 as 9f pies per gallon to 3 as 9 pies 
or to the level of the import duty, and the duty on silver was 
raised from 3 as to 3 as 7V e pies 

The new excise duties are on tyres and tubes levied m 194142, 
in 194344 a duty of Rs 5 on vanaspati ghee, and duties on 
tobacco expected to yield Rs 10 crores were levied The duty 
on vanaspati ghee and tobacco will fall more heavily on the 
poorer classes , this was indirectly accepted when the rate on the 
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former was reduced from the original proposal of Rs. 7 to Rs. 5 
per cwt The ordinary man in the rural areas Is used to tobacco 
almost as a conventional necessity and will have to pay the duty 
because he witl not find It easy to give up his habit 

(3) The Tax Structure. 

The aggregate effects of these changes can be son on the 
structure of central taxation. The following table gives the re- 
lative position of the different categories of taxes before the war 
and in 1943-44 


Y ru 

Flptrn in cwm cl Ri ( Pnctnlcta in BrariUU) 

| Onto*** Tax 1 1 

Dirtd Taxn 

latOirct 

Tam 

Total 

193*39 

1 2 (27) 

14 (189) 

68 (784) 

74 

1912-43 

30 (24-6) 

37 (30-3) 

55 (45*1) 

122 

1913-44 

43 (27-6) 

47 (30-1) 

66 (42-3) 

156 


Thb table shows how the Central Government depended 
largely on indirect taxes before the war whose harden is more 
on the poorer section of the people. The relative decrease in the 
percentage of indirect taxes and the Increase In direct and other 
tares shows that the burden of taxation b now better distributed 
than before, though the actual burden has increased because of 
the need for more revenue and the imposition of more indirect 
taxes, ft Is interesting to point oat that since 1937 a similar 
tendency is observable in the tax structure of the provinces, where 
steps have been taken to see that the harden may fall on those 
most able to bear it 4 The difference however is that the changes 

L Thb table ii subject to modification as explained later In this 
chapter 

2. The Corporation Tax indudmg that from E. P T on corpora- 
tions Is shown here separately as Bastoesa Tax. Thcwxh a direct tax. 
it has no relation to bafividnal ability 

3. Cf. Finance under Provincial Antooomy C. N Vakil and 
M. H. Pfttd, p. 144, 
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m taxation m the provinces were made with the object of spending 
more on the social services, which in effect amount to a transfer 
of some purchasing power m kind from the rich to the poor The 
changes m taxation m the Centre have been forced by the war 
and the expenditure does not lead to ameliorative effects on the 
people. Besides, it is quite possible that some of the emergency 
taxes such as the Excess Profits Tax will go after the war and 
Customs will increase, thus bringing about a change; m the tax 
structure, unless steps are taken to see that the structure is main- 
tained with a view to a more equitable distribution of the tax 
burden It is well known that the Indian tax system was on the 
whole regressive before the war, and it would be desirable that 
the situation which now exists both in the Centre and the Pro- 
vinces, which indicates a more equitable distribution of the tax 
burden as between the different classes is further developed in 
the nght direction, and not allowed to relapse mto the old system 

B REVENUE FROM COMMERCIAL SERVICES 

The contribution to the general revenues made by the Com- 
mercial Departments of the Government of India, the Railways, 
the Posts and Telegraphs, and Currency and Comage has increased 
both absolutely and proportionately since the war From Rs 1 6 
crores m 1928-39, the total contribution increased to Rs 25 5 
crores in) 1942-43, and is estimated to amount to Rs 33 9 crores 
in 1943-44 In spite of the increase m tax revenues, the percen- 
tage contribution of these commercial departments to the total 
revenue has increased from 2 1 per cent in 1938-39 to 17 per cent 
m 1942-43 and 1943-44 This phenomenal growth is due partly 
to the circumstances created by the war which have led to an 
mcrease m the demand for these services , partly to an mcrease 
m rates and changes in the method of distribution of the net 
receipts from these departments. We shall examine the actual 
details in each case separately 

(1) Railways 

The Railways constitute the most important of the com- 
mercial departments, and are responsible for the greater share of 
the mcrease m revenue from these departments The contribution 
to the general revenue made by the Railways increased from 
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Rfl. 1*4 crons in 1938-39 to Rs. 20-1 crons in 1942-43 and 
Rj. 27 1 crorcs in 194344 This increase is due to (1) an tm- 
paralWcd rise in gross earnings accompanied by only a small 
rise in working expenses (2) an increase in rates and (3) a 
change in the convention by which the relations between the 
Railway Finance and General Finance were governed hitherto. 

(a) Increase in cross earmnes The progress of the war 
and the use of India as a base of allied operations both in the 
east and the west have led to an unusual increase in the amount 
of traffic offered to the railways. The movement of troops along 
with their heavy equipment, the building of a large number of 
military works, the movement of other war supplies are among 
the causes leading to this situation. For example, during 194243, 
more than 400 special troop trains were ran every month, and 
about 15 million tons of military traffic was carried. 1 The in- 
crease in industrial production due to the war is an additional 
cause for greater demand* on the railway services. The move- 
ment of population which takes place either for war work or 
sometimes dne to war scare adds to the difficulty The strain 
on railways has been enhanced by the embarrassing extent to 
which other means of transport had to be curtailed. The coastal 
traffic has practically ceased as roost of the ships have been 
chartered for war * the motor traffic has suffered because of the 
shortage of petrol and more recently also of tyre*, tubes and 
tracks. 

The railway* were in a singularly bad position to meet this 
sudden demand. During the depression, retrenchment had been 
forced on the Railway administrations with the consequence that 
the operating capacity of the rail way* had gone dewra. The only 
additional traffic which the railways could cany without diffi- 
culty was the usual increase in the busy srtson over the slack 
season. Besides, when the new demand appeared with the out 
break of the war the railway* were not in a position to increase 
their carrying capacity This was so because they could not 
obtain new locomotives and wagons which were mainly imported. 

1 Rafhray Bodjet Speech, 1913-44, para 2. 

2 , An Idea of this strain can be had from the fact that the move- 
ment of cml by rail by m-mm-rdl route meant a 20 per cent. 

Increase In pre-war traffic. (Railway Budget Speech, 1940-41 para 2) 
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for meeting the new demands Under the circumstances, the 
existing resources ought to have been conserved by speeding up 
repairs, and efforts ought to have been made to manufacture 
railway materials in the country This was however not done 
In spite of the favourable report of two officers appointed by the 
Railway Board to examine the possibilities of building broad 
gauge locomotives and boilers m India, 1 nothing was done to 
manufacture them* m India The repair work could not be 
speeded up, as some of the railway workshops were diverted to 
the manufacture of munitions At the same time, the lack of 
materials greatly hindered the work that was already being done 
For example, the locomotives built at the Ajmer workshop fell 
from about 15 to 9 in 1941-42, t and even these could be built 
only with the materials obtained before the war Even in the 
case of locally produced goods, the railways could not obtain 
adequate quantities , for example, only 50 per cent of their de- 
mand for steel was met in 1941-42 To these difficulties for 
meeting the unusual war demand were added others, which were 
entirely due to the indifference of the Railway Board to the needs 
of the country They parted with 200 locomotives, 1000 wagons 
and 1576 miles of railway track and large numbers of skilled 
personnel to be sent out of the country at this very juncture. 

In consequence, the railways could meet only a part of the 
total demand made on them Even this was done by great 
efforts m organising a more economical use of wagons The 
Wagon Poolmg scheme was extended and made compulsory for 
all railways A special officer was appointed for the purpose 
specially to look after wagon facilities for coal This naturally 
meant that more work was taken from wagons and locomotives 
For example, in, the case of wagons the work mcreased from 351 
freight ton miles to 392 per wagon and in the case of locomotives 
from 15,000 to' 17,000 miles per each locomotive 2 By these and 
other methods, the railways managed to handle a 30 per cent 
increase m ton miles of goods and a 16 per cent increase in 
passenger miles in 1941-42 At the same time, steps were taken 
to reduce the strain on railways by propaganda for the economy 


1 Railway Budget Speech, 1940-41, para 13 

2 Railway Budget Speech, 1942-43, para 5 
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of wagons nnd for essential travels only Passenger trains were 
reduced by 37 per cent all concession rates were cancelled, pnor 
Ity systems were evolved cross movements were prevented and 
efforts were made to rationalise all means of transport. In spite 
of this, the traffic has net bear reduced to the level 'which rail 
ways can bear and therefore goods traffic has to be dosed an 
certain days, and passengers have to travel In the most congested 
trains. The difficulties are reflected fn the {act that in 1942-43, 
compared with the preceding year the number of wagons loaded 
decreased by 15 per cent on broad gauge and 17 per cent on 
metre gauge though the freight too mileage was less by 10 per 
cent only 

(b) Jttcrcau in Rata — Though the railway* have been 
able to meet only a part of the total demand, their gross receipts 
increased considerably The receipt* were further augmented by 
an increase in rates and fans. From March 1940 an increase 
In passenger fares of 6f per cent 1 and m goods freight of 12 $ 
per cent was made. Foodgniins, fodder manures and military 
traffic were exempted from this license. In the case of coal, 
the surcharge was increased, to 15 per cent upto November 1940 
and for coal movements after that date to 20 per cent Further 
changes were introduced in the budget for 1942-43. In the case 
of foodgniins bang less than a full wagon load a surcharge of 
2 as. in the rupee was levied. For parcels and personal luggage, 
the surcharge wa* reused to 25 per cent iThe rates on the E I. 
and N W railway* which were hitherto lesa than tboee on other 
lines, were increased The effects of all these changes on the grow 
receipt* are very satisfactory they rose from Ra. 98 crore* 
in 1938-39 to Rs. 149 awes in 1942-43 and are expected to 
amount to Rs. 150 crores in 1943-44 The wwkmg expenses 
have increased leas, from Ra. 67 crons in 1938-39 to Rs. 87 
crore* in 1942-43 The net receipts have thus Tnaeaied from 
Rs. 32 crores to aboat Rs. 64 crores. After paying the interest 
charges oo railway debt, the net profits have increased frem 
Ra. 28 crores in 1938-39 to Rs. 36-3 crons m 1942-43 and are 
estimated at Rs. 36 crore* m 1943-44. 

(c) RaStci jy Contribution to Gtntr at Rtvcnuts - — The afio- 


L Fire* upto rupee one were not touched. 
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cation of railway surpluses between the Railways and the General 
Revenues was governed by the Convention of 1924. The Rail- 
ways were to contribute (1) one per cent on the capital at charge 
on commercial lines (excluding capital contributed by companies 
and Indian States) at the end of the penultimate financial year, 
plus one fifth of the surplus profits left after tins payment was 
made. No surplus profits were deemed to have accrued until 
the past liabilities to the general revenues were paid (2) The 
interest on the capital at charge, and the loss m the working 
of strategic lines, was to be borne by the General Revenues, and 
was therefore to bd deducted from the above contribution (3) If 
the surplus remaining after the contribution to General Revenues 
exceeded Rs 3 crores, one third of the excess was to accrue to 
the General Revenues 

This Convention worked well only for a few years, 1924-25 
to 1928-29 In 1929-30, the one per cent contribution to General 
Revenues could not be paid without drawing on the Reserve Fund , 
from 1930-31 to 1935-36, there were deficits and even the interest 
charges could be paid only by drawing on the Reserve and De- 
preciation Funds The Reserve Fund was wiped out by 1931, 
and loans from the Depreciation Fund were the only remedy 
By the end of 1935-36, loans of about Rs 30t crores had been 
taken from the Depreciation Fund Under these conditions, the 
question of contribution, to General Revenues could not arise and 
the liabilities began to accumulate. In 1936-37, a small surplus 
of Rs T2 crores accrued, but since the loans from the Deprecia- 
tion Fund had to be paid off first, the General Revenues did not 
get anything If this arrangement had continued, the General 
Revenues whose arrears by 1936-37 amounted to Rs 30 7 crores 
would not have gained anything for a fairly long time Hence, 
m the year 1937, a decision was reached to write off both the 
past contributions to General Revenues and to the Depreciation 
Fund On mature thought, however, only a three years’ mora- 
torium suspending payments of past arrears upto 1938-39 was 
declared 

The declaration of this moratorium meant that the general 
finances could now obtain all the advantages of the General Con- 
vention, including the surplus clauses. But even in 1939-40, the 
surpluses were not sufficient to pay the one per cent charge , an 
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nrrcar of Rs. 30 lakhs remained. The year 1940-41 ra more 
propltloo*. [Taking the immediate needs of the general revenue 
into account, in that year in addition to the usual provisions an 
advance contribution of the payment of the portion of cotnmer 
ciai surplus realised in 1940-41 which would normally have been 
paid in 1942*43 was made. Besides, 50 per cent more of tbe 
surplus going to the share of the railways* after these d eductions 
were made, was given to the General Revenues, outside the ter ms 
of the Convention. In the year 1941-42 tbe ram* arrangementi 
were continued. The Government of India, however In view of 
the fact that technically speaking, there was no surplus till the 
past arrears were paid off deaded to treat all payments made 
by railways to general revenues in excess of the ooe per cent 
contribution as paying back of past arrears to general revenues. 
In the year 1942, the moratorium was extended for ore: year 
and similar arrangements continued. But results bettor than 
anticipated in the revised estimates for 194142 made it possible 
to wipe out the past arrears and still leave a surplus. Out of 
this surplus, m 1942-43 an extra sum of Rs. 2 36 crore* was 
provided outside the Convention so as to enable the general re- 
venues to get the «ame advantage as provided in the Budget 
For the year 1943-44 the appearance of the Convention could 
not be kept up. Now no arrears to General Revenues having 
been left the continuance of the Convention would have given 
the General Revenues only a small sum. The Convention has 
therefore, been scrapped and instead a fresh arrangement whereby 
the railway surplus profits are to be allocated according to the 
relative Deed* of the railways and the Exchequer has been devis- 
ed. 1 For the year 1943-44 this has been estimated at 1 3 Jths 
of the estimated railway surplus going to the General Revenues. 
On this basis the General Revenues are expected to get Rs. 27 
crorea in 1943-44 Thus the needs of war finance have been res- 
ponsible for patting an end to the Railway Convention, wbo* 
chief object was to enfeure the commercial character of railway 
finance and tbe pursuit of schemes for the improvement and re- 


L “TIH a new Convention h adored, the <£*tnbotlon of each 
year's t ui p fa i will be dedded ad hoe after cfofy weighing the retpeedve 
wed* of general revenues and ndlwiya." Railway Budget Speech, 
pera 17 
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habitation of railways without interfering with the General Budget, 
and independently of it. The way m which the railways are now 
worked will leave large room for repairs, renewals, or replace- 
ments in the entire railway property, not to talk of extensions 1 
It may be that the railways may find themselves at the mercy 
of the general financial position in the post-war period By this 
arrangement, the Finance Member has succeeded m reducing the 
deficit to the e> tent of the railway contribution , but this has been 
achieved by the sacrifice of the future financial position of the rail- 
ways which has been made once again precarious as before 1924. 
The budget speeches of the Railway Member and now of the War 
Transport Member show' full consciousness of the fact They 
ha\e frequently laid emphasis on the duty of the Government to 
be generous to railway's in future m view* of the services that they 
perform now The capacity of the Government to be generous 
wall be governed by the state of post-w'ar finances, when tax- 
revenues wall fall, and new expenditure for reconstruction will 
have to be undertaken If this period is accompanied by depres- 
sion, as is not unlikely, the difficulties will be great 

(2) Posts and Telegraphs 

The expansion of trade and industry, which the war has 
brought about along with the greater interest in news, has meant 
an increasing use of the Post and Telegraph and Telephone 
services Coupled with this the Government has increased the 
prices of these services in almost every Budget after the War In 
the 1940 Supplementary Budget changes in rates increasing the 
receipts of these departments by about Rs 1 crore were made 
The postage for inland envelopes was mcreased from one anna to 
1£ annas, of letters to Burma from 1J annas to 2 annas, and of 
Empire letters from annas to 2*J annas. The minimum on 
book-post was raised from 6 pies to 9 pies On ordinary mland 
telegrams, a surcharge of 1 anna was levied, and of 2 annas on 
express telegrams Trunk telephone charges were raised by 
10 per cent In the 1942-43 Budget, further increases were 
announced The charge for inland envelopes was raised to 

1 The Depreciation Fund of Rs. 84 crores and subsequent addi- 
tions, if any, will not suffice for the amount of expenditure which will 
be necessary to put the railways on a sound footing 
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1} annas, the minimum rata (or ordinary telegrams were further 
raised from 10 annas to 12 annas, and for express tptpgrams from 
R*. 1-4-0 to Rs. 1*6-0 The telephone rentals were increased 
and the surcharge on trunk calh was raised from 10 per cent, to 
20 per cent These increases were expected to bring another 
crorc of rupees. In the 1943-44 Budget the rate for inland letters 
for cadi tola after the first was increased to one anna instead of 
the previous half anna the inland parcels charge for the first 
40 tolas was raised to 6 annas from 4 annas, and the surcharge 
on telephone rentals was raised to l/3rd from l/6th. These 
increases are expected to produce Rs. 120 l*kh* during 1943-44. 

The result of these tax measures, along with the war increase 
in traffic and the acquisition of the telephone systems of Bonbay 
Madras and Calcutta is expected to bring the net profit# from 
the Posts and Telegraphs Department to Rs. 8-3 owes in 1943-44 
compared with Rs. 20 lakhs in 1938-39 

The Convention, governing the relations of the Pod and Tele- 
graph Department with the Government immediately before the 
war was that while the Posts and Telegraphs Department was 
a separate entity which should pay nothing to General Revenues 
and receive nothing from it, for mutual convenience the balance# 
of the Department or it# loaBes were shown as a part of the 
General Revenues. The Government had to pay interest to the 
Posts and Telegraphs Department for the surpluses that remained 
with them, and vice versa. The present prosperity of the 
Department however fa due to the increased traffic that war has 
brought about, and also to the increased rates that have been 
levied. A change in the Convention has therefore been made by 
which the Government receive* the increase in receipt# due to 
additional rates. The remaining receipts are treated as a 
balance of the Posts and Telegraphs Department tnt no interest is 
to be paid on it 

(3) Currency and Mint 

The receipts from Currency and Mint have also been 
increased by the war From Rs. 6 lakhs in 1938-39 the revalues 
have in cr e as ed to Rs. 5-1 crorea. This increase fa mainly due to 
(1) a more profitable working of the Reserve Bank. According 
to the Reserve Bank of India Act 1934, the lion s share of these 
profits pie# to the General Revenues, the ihareholdere getting no 
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"benefit, till the surplus profits reach Rs 4 crores Even after the 
profits exceed this limit, only a small fraction goes to the share- 
holders 1 The profits of thd Government from this source 
increased from Rs 20 lakhs m 1938-39 to Rs 320 lakhs m 
1942-43 (2) Owing to the increased demand m India for small 

coins, the profits from minting the small coins have gone up 
However, m order that the profits from this source might be evened 
out over a senes of years, the Government have decided to take 
to the receipts account only a small amount fixed at Rs 45 lakhs 
for 1941-42 This was increased by the addition of the actual 
•expenditure incurred in minting for the subsequent years , the rest 
is taken to a Suspense Account According to this decision, 
Rs 1 5 crores were credited to the Revenue Accounts in 1942-43 
compared to Rs 42 lakhs m 1933-39 In 1943-44, the credits will 
he slightly lower — Rs 13 crores (3) The receipts from other 
items have also gone up from Rs 20 lakhs m 1938-39 to nearly 
Rs 71 lakhs in 1942-43 mainly on account of Currency Note 
Press Profits and fees on coinage for foreign 1 governments 
The 1943-44 Budget estimates are slightly lower — Rs 381 lakhs 
(4) Tax ok Communications 
The contribution made by the Commercial Departments to 
the General Revenues during the war period is shown m the 
following table — 


(In lakhs oj Rupees ) 


Year 

Railways 

Posts & Tele- 
graphs etc 

Total 

1938-39 

1»37 

1 


1,37 

1939-40 

4,33 

• * 

4,33 

1940-41 

12,16 

33 

12,49 

1941-42 

20,17 

1,00 

21,17 

1942-43 (R. E ) 

20,13 

2,00 I 

22,13 

1943-44 (B E.) 

| 27,10 

3,20 

J 30,30 


1, The Reserve Bank Act has been recently changed by an Or dr 


fiance limiting the dividend of shareholders to 4 per cent 
4 
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It b obvious that the Government utilises Its monopoly ia 
these departments to raise more revenue than b necessary to 
maintain these services. To this extent the state is levying an 
Indirect tax on the people who are ruing these services. Tha b 
true of Railway* and Posts and Tefegraphs, but not of Currency 
and Mint in which rase the profits are not in the nature of a tar. 
but a me because of the peculiar nature of the work, and may be 
treated as a sort of business revenue for the Government It b 
therefore that the revenue from this source is not included in the 
above table, which shows the amount of indirect tax on ccmmunl 
cations which b raised by the Government In considering the 
structure of taxation in the Central Government thb must be 
taken Into account, and the provisional calculation made above 
must stand as under after taking into account thb tax on com 
raunicatkms. 


In lakki of Rut*a ( Perctxtatt in BrtKktU) 



1 


i lodlrwi 

l 

rt*i 

Bwtarw 

1 r« 

' Dlmt Tit** 

Tun 

j liwltliHaf; 
OtxBcmnt- 

j T«ol 


1 

i 

1 

i calton* 


1933-39 

t 201 

13,74 

5947 

| 7tf5 


1 (2-7%) 

(183*) j 

(7Srt)%) 


(B. E.) 1W341 

42,80 

4740 

9640 

18640 


1 (23-0%) 

1 1 

(25 3%) 1 

_ _ i 

(51 7%) 



It a obvious that the structure of taxation after the war wfli 
depend on the extent to which the different types of war tantioa 
are retained. Though the exact nature of the changes cannot be 
foreseen some of the factors which will operate on the structure 
of taxation may be indicated. Customs revenue is likely to in- 
crease with the restoration of normal trade. Tares on Income 
may shew a decrease as war profits will disappear The receipts 
from the Commercial Services will also go down when war acti- 
vities cease, and therefore their contribution to the general revenue 
mmtt decrease. It w2I be up to the Government of the future to 
see th pfl its policy Is so directed that in spite of the operation <V 
such factors, there is a greater balance as between different claw* 
of people so far as the burden of taxation b concerned. 1 
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APPENDIX I 

Rates of Income Tax in 1943-44 
(In Ptca i>cr Rupee) 

(a) Where the told xrxomc does not exceed R * 2000 

Rate per rupee 

1 On the first Rs 750 of total income Nil 

2 On the next Rs 1250 of total income 6 

Provided that no tax shall be payable on a total income, which 
does not exceed Rs 1500 

(b) Where the tola! income exceeds Rs 2000 

Bane rate Surcharge Total 


1 On the First Rs 1500 of total 



income 


Nil 


2 

On the next Rs 3500 of total 





income (1500 5000) 

9 

6 

15 

3 

On the next Rs 5000 of total 





income (5,000-10,000) 

15 

10 

25 

4 

On the next of Rs 5,000 of total 





income (10,000-15,000) 

2-1 

16 

40 

5 

On the balance of total income 

30 

20 

50 


Rates of Super Tax in 1943-44 



(In Pies per Rupee ) 





Ba<ic Rate Surcharge 

Total 

1 

On the first of Rs. 25,000 of 





total income 


Nil 


2 

On the next Rs 10,000 of total 





income (25,000-35,000) 

12 

12 

24 

3 

On the next Rs. 20,000 of total 





income (35,000-55,000) 

24 

18 

42 

4 

On the next Rs 70,000 of total 





income (55,000-1,25,000) 

36 

24 

60 

5 

On the next Rs. 75 000 of total 





income (125 ,000 -200 ,000 ) 

48 

30 

78 

6 

On the next Rs. 150,000 of total 





income (200,000-350,000) 

60 

36 

96 

7 

On the next Rs 150,000 of total 





income (350,000-500,000) 

72 

42 

114 

8 

On the next balance of total 





income 

84 

42 

126- 
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APPENDIX II 

PERCENTAGE TO El PAID BY WAT OP INCOME 

and Super Taxes in 1943-44 in India. 


I&ctn* la R*. 

^rrcmart at 
B«ic R*if 

FffiBtip Trid 

f-*Pckirft 

IWT«ml 

Ioctcu Iq Rl 

3,000 

2*3 

3*9 

2,882 

5,000 

33 

5-6 

4726 

10,000 

5-6 

9-2 

9075 

15000 

7-9 

131 

13,033 

30,000 

128 

21*7 

205C3 

50,000 

18-3 

312 

34388 

80,000 

23-9 

404 

Aim 

1.00,000 

260 

438 

66211 

IJSOfiOO 

29-8 

■499 

75,221 

3,00,000 

373 

614 

1,15346 

5,00000 

43* 

691 

134388 

10,00,000 

512 

80-4 

136355 

20.00,000 

55-3 

88-0 

2,79388 

3000000 

566 

87*9 

332,721 


Income and Super Taxes in U K. in 1942-43 


Tax paid fcy MwW 
pcmi wbfc Arw 

r*JVrm la X T 


120 

(R*. 

1300 ) 




300 

(Rb. 

4,000) 




400 

(R*. 

5333) 

22 15 

0 

5-7 

500 

(Rb. 

6366) 

52 0 

0 

194 

800 

(R»- 

10366) 

186 2 

6 

23*3 

1,000 

(R*. 

13333) 

276 2 

6 

27-6 

2,000 

(R*. 

26,666) 

751 2 

6 

37-6 

5,000 

CRmp 

66366) 

2,732 7 

6 

544 

10000 

(Rjl 1,33333) 

6,757 7 

6 

67-6 

50300 

(IU. AGA3G6) 

45319 17 

6 

996 


1 , Include* potf'-'wtr awfitt. CL EccoanUt, 11-4-42. 
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PUBLIC DEBT 

(1) Classification of Debt 

At the outbreak of the war, the position of the public debt of 
India may be described as under . — 

( Figures tn Cr&res of Rupees) 


i 


Productive Debt 

Ordinary Debt 

Total Debt 1 (Indu- 


! 

ing Deposits) 

94638 

22908 ! 

1 

1205 76 

Interest on Pro- 

Interest on Ordi- j 

Total Interest 

ductive Debt 

nary Debt 


34 62 

11 12 j 

45 74 

Rupee Debt 

Sterling Debt j 

Total Debt 

736 64 

469 12 

1205 76 

Interest on Rupee 

Interest on Ster- j 

Total Interest 

Debt 

ling Debt i 


2912 

16-62 j 

45 74 


The greater portion of the debt was productive, that is 
represented capital assets such as railways, posts and telegraphs 
These assets paid their own interest charges This figure also 
included loans to Provincial Governments which in most cases were 
used for productive purposes, and the interest on the same is 


1 The total debt includes cash and securities held on Treasury 
Accounts which was Rs. 30 3 crores m 1938-39 
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iccovcitd from these governments. The burden to the tax payer 
on the remaining debt is indicated by the Interest charges on 
Ordinary debt end the annual provision for linking fund which 
was Rs. 3 crores nt the time. Part of the debt was in rupees and 
part in sterling. The interest on sterling debt involved a remit 
tance to the U h. of Rs. 1&62 crores before the war Tbs 
obligation was as a rale met by an excess of export*. 

(2) Deficits 


We have seen the increase in expenditure due to the war and 
considered the efforts made to raise more revenue by taxation as 
wdj as by increasing the rates on co mm er cia l services which as 
wd have seen is a form of indirect taxation. It was however not 
possible to meet the increasing expenditure only from taction, 
and therefore the budget* of the Government of India resulted to 
deficits, aa indicated below — 

Vfir Drfida la Cnm of JU. 


1940-41 &5 

1011-42 12-7 

1912-43 94-7 

1943-44 (B. E.) 40-2 


J The budget for 1939-40 was balanced, but the increasing 
volume of deficit* is evident m the above table. Though tbe 
expected deficit lor 194344 b smaller than that of 194243 no 
one can be sure of tbe actual results at tbe end of tbe year 


Taking the position up to 194243 into account, we find that 
the total war deficit* amount to R*. 1139 crorCs in c lu d in g the 
provision for avoidance or reduction of debt amoantmg to Rs. 12 
cro res. Besides thb, Rs. 59 acres had to be advanced to coni' 
mpT cbd departments, which however are expected to earn their 
own interest charge*. The new Capital Defence account required 
Rs. 49 crorcs during 194243. In all therefore, the Government 
of India had to obtain Rs. 210 crorcs from kuhces other than 
revenue. Thb was financed by an increase in regular interest 
bearing obligations of R*. 88 cram from sales of silver amount 
mg to R*. 57 crore* and tte rest from net balances resulting from 
other debt head transactions. We shall now consider the loam 
imbed by tbe Government of India since tbe war 



(3) Defence Loans 

As early as June 1940, the borrowing programme of the 
Government of India was merged m a Defence Savings Move 
ment Three different tjpes of loans likely to appeal to different 
types of investors were floated ( 1 ) The three-year interest free 
Defence Bonds , (2) The six-year Defence Bonds , and (3) The 
ten-years Defence Savings Certificates The three-year interest free 
Defence Bonds were to be paid for m cash, and were available 
•upto any amount over Rs 50 They were issued at par and were 
to be returned at par three years after the date of issue or at three 
months’ notice, but m no case earlier than a year after the date 
of issue To meet emergency cases special provisions were made 
dispensing wnth the time and period of the notice These bonds 
were m effect a gift of interest to the Government, and would be 
subscribed only by those who wanted to help the Government m 
this manner for the war This was however not likely to evoke 
any enthusiasm under the prevailing circumstances m the country 
and the total subscription amounted to only Rs 233 crores in 
1940-41, Rs 2 68 crores m 1941-42, and Rs 3 04 crores in 1942-43 
or a total of Rs 8 05 crores in three years As this loan bears no 
interest, it is welcome to the Indian treasury however small its 
amount compared with the requirements of the Government of 
India 

The three per cent six year Defence Bonds were to be paid 
back at Rs 101 , the maximum amount that could be held by an 
individual was fixed at Rs 15,000 Due to its stringent condi- 
tions, the insistence on cash payments, the maximum laid down 
and the general unfavourable war situation, the amount forth- 
coming was small By July 1940, therefore, they were closed, the 
total subscription being 0 71 crores A second senes was issued 
from 1st August 1940 with slightly more favourable conditions 
The subscriptions to tins loan could either be in cash or the 
1940-431 loans could be offered for conversion , the maximum 
limit on individual holdings still remained The public response 
was much greater By January 1941 Rs 4443 crores were 
received, Rs 3098 crores being m cash and Rs 13 45 crores by 
conversion These Defence Bonds were discontinued on 25th 
January 1941 In their place, a second 3% Defence Loan, 
5949-52 was arranged, the limit on maximum individual holdings 
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being removed. Thu loan wa* available up to 14th February 
1942 by wftreft time the war situation, which took an unfavourable 
tum once again, made the loan unattractive. The total lubscnp- 
tion for this k»n amounted to Rs, 59D6 croraL In July 1942, a 
third Defence Loan, which was a reissue of the 3% 1951*54 loam 
was started end by the end of February 1943 Rs. 45 crorw had 
been subscribed. Subscriptions to the Third Defence Loam hare 
stopped from 1st July 1943. In its place, a Fourth Defence Loan 
to mature a year later is issued at par The subscription hare 
to be either in cash or in 1943 bonds, the latter tendmble up to 
17th July only At the same time, a longer-term loan with 
better terms has been issued. The 1963-65 3% knn a reissued 
at If*- 95~S-0 a fall half year interest It promised by the end 
of November Subscriptions were to be received till they reached 
the sum of Rs. 15 crores (nominal) or on 10th July whichever 
was earlier The sum was so fixed as to equal the outstanding 
amount of the 1943 4% bonds. The subscriptions were ckxcd 
on 5th July 

(4) Defence Loans for Small Investors. 

In addition to these Interest Free Bonds and 3% Defence 
Loans, to encourage email investor! the Government of India has 
from June 1940 issued ten year Defence Savings Certificate* in 
the denominations of Rs. 50 100 and 5 000. A maximum of 
Rs. 5,000 has been laid down. The interest as a whole on this 
loan amount* to 3i’»% compound inlet e st free of income tax. But 
the s c h eme has not been able to aroase much enth us i asm . From 
June 1940 to March 1942 it yielded only Rs. 5-22 crores, in spite 
of the fact that to induce Investment in these certificates die 
Government of India bas introduced a rule permitting Local or 
Municipal Boards, Universities or the governing bodies of Educa 
tk*ia] Institutions to purchase Defence Savings Certificates cart of 
their employees provident fund account In 1942—43 only 
Rs. 1 crore could be attracted. From April 1 1941 with a view 
to further encouragement a new scheme of Post Office Savings 
Bank Account* known as the Indian Post Office Defence Savings 
Bank was introduced. According to this scheme, the deposits 
were not to be repayable till one year after the war sod die 
interest was raised to 21 per cent instead of U per cent This 
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could only attract Rs 11 lakhs by March 1942 In the 1942-43 
budget, as we shall see later, a further inducement was given to 
those having an annual income between Rs 1500-2000 

Apart from these loans, the counterparts of sterling debt 
which was repatriated 1 and taken up by the public, and the 
conversion of some of the sterling debt into rupee loans the two 
amounting to Rs 87 crores and the reissue of the 3 per cent 
1963-65 loans to pay for capital liabilities of Railway Annuities 
amounting to Rs 15 crores have meant a further increase in our 
rupee debt While the first two meant only; an increase m rupee 
debt, the last meant an increase m the total debt The floating 
of loans by Provinces to repay their debt to the Centre has 
resulted in a decrease of about Rs 11 crores in the Central Debt 
on that account and thus made greater amounts available for 
financing the vanous requirements 

The total result of all these measures has been that the rupee 
loans have increased from Rs 437 87 crores to Rs 762 15 crores, 
that is, by about Rs 325 crores by 1942-43 Adding to these, 
the new Post Office Savings Schemes, the new certificates 
and the interest free bonds, the total new loans amount to 
Rs 240 crores As against these, however, must be set the fact 
that the war has witnessed a fall both m the Post Office Cash 
Certificates and the Post Office Savings Bank Deposits From 
Rs 59,57 lakh in 1938-39, the Certificates fell to Rs 57,02 lakhs 
m 1939-40, to Rs 46,98 lakhs m 1940-41, and in 1941-42 they 
further declined to Rs 39,19 lakhs By the end of 1942-43 a 
decline of Rs 5,00 lakhs was expected , thus m course of 3} years 
of war a net encashment of about Rs 25,38 lakhs would have 
taken place The Post Office Savings Bank deposits reveal an 
equally sad tale From Rs 81,94 crores m 1938-39 they declined 
to Rs 78,38 crores in 193940, and to Rs 59,57 crores in 194041 
The heavy withdrawals continued m 1941-42 and the Government 
introduced a rule permitting the depositing in a Post Office 
Savings Bank of the provident fund moneys of the employees of 
a private firm or company But the rule did not check the 
tendency By 194142, the deposits- were only Rs 51,39 lakhs and 


1 The problem of repatriation of sterling debt will be discussed 
later. 
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by the end of March 1943 were estimated to decline by another 
Rt 310 lakhs. The total reduction will thus be Rs. 32,65 faiths. 

(5) Short term loans. 

The short-term borrowing of the Government has regBtererf 
a great increase. The great ease prevailing in the money raaikrt 
has enabled the Government to borrow large sums of money far 
a short time at a nominal rate of interest The demand for 
Treasury Dills even at a meagre rate of interest has been toad 
able. The Treasury Bills and the Ways and Means Advances 
have Increased from Rs. 46-3 crores in 1936-39 to Rs. 272-98 
crores in 1942-43 that it, by Rs. 227*68 crores. The percentage, 
these short term borrowings bear to total debt has increased from 
6*5 fn 1938-39 to 21*8 fn 1942-43 

(6) Other Funds. 

Along with these increases amounting to about Rs. 510 
cruxes, the other funds at the disposal of the Government have 
also undergone an increase. The State Provident Fund* lave 
risen by about Rs. II crores and the various Depreciation and 
Reserve Funds by Rs. 57 crores. With other minor additions 
and decreases, this has meant that the total obligations in India 
have increased from Rs. 726-64 crores to Rs. 1312 crores or by 
about Rs. 575 crores by the end of 1942-43. 

(7) Reduction in Steeling Debt 

The fact that the rupee obligations of the Goremment of 
India increased by Rs. 575 crores as against the financing of 
Rs. 210 crores for tbeir budget deficits and capital account up to 
the end of 1942-43 is explained by another feature of war finance. 
The Government of India obtained huge sterling resources since 
the war in two ways. The Reserve Bank has been able to f*rr 
diase large quantities of sterling due to the fact that we have *n 
unusually large balance of trade in our favair At the same 
time, the Government of India as we have seen above provides 
the rupee finance required for the British and Allied expenditure 
in India, and receives payment in return in sterling. 1 Part of the 

1 More ddrih about the ■terltea retfxntts obtained In both the* 
w*y* win be given later 
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.large sterling resources thus accumulated has been used for the 
repatriation of our sterling debt and other sterling obligations. 
The sterling debt has m consequence fallen from Rs 469*12 crores 
m 1938-39 to Rs 93*32 crores m 1942-43, that is, by Rs. 375 80 
crores by the end of 1942-43 The sterling debt has been replaced 
by rupee debt in India as far as possible by the issue of rupee 
counterparts Some of these were however cancelled, and 
Rs 89 crores were held by the Reserve Bank of India The 
rupee finance thus raised was used to finance the British and 
Allied expenditure m India referred to above 

The total interest-beanng obligations of the Government of 
India have thus increased from Rs 1206 crores to Rs 1405 crores 
or by about Rs 200 crores by the end of 1942-43 Part of this 
increase or Rs 60 crores is on account of productive debt , 
Rs 74 crores are held m cash and securities by the Reserve Bank 
on Treasury account. The unproductive debt has therefore in- 
creased by Rs 66 crores only Owing to the favourable terms on 
which new loans have been floated, the gross interest payments 
have decreased by more than Rs 8 crores, the decrease m net pay- 
ment being only slightly less 

(8) Record Achieved by Exclusion of Material Facts 

These figures at first sight present a remarkable achievement 
A budgetary deficit of only Rs 100 crores in 3£ years of a totalit- 
arian war, an amount of new rupee loans raised m India sufficient 
not only to make up this deficit but also to carry out a great part 
of the desirable repatriation of sterling debt, and these at a rate 
of interest which has resulted m a reduction m the total interest 
charges— this record, considered by itself without the other rele- 
vant and essential features of war finance in India, is one of 
which any Government may feel proud Unfortunately this is 
only an illusion — a mirage created by the device of excluding 
material facts of war finance in India from the budgets of the 
Government of India, in spite of the fact that they have under- 
taken the responsibility for and are carrying out large financial 
disbursements on behalf of the British and Allied governments in 


1 This is made up by rupee debt ol Rs 1312 crs and sterling 
debt of Rs 93 crs 
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India. The exact magnitude of these disbursements is net 
revealed we have to infer the same from indirect evidence. 
Expenditure incurred for the British Government was casualty 
mentioned in the Budget Speech of 1942-43 as being Rs 200 arms 
In 1941-42 ' and more than Rs. 400 crores in 1942-43.* We hare 
no systematic data for each year As against this we are told tint 
the total sterling payments made by His Majesty's Government to 
India upto the end of December 1942 anuonted to Ra. 605 aores.’ 
This Is the amount recovered from Hn Majesty's Government 
ft Is quite possible that there was some recoverable expenditure 
m India which was yet to be paid to India by thla time. If we 
assume that upto the end of the financial year 1942-43, that h 
for the first three months of 1943 additional apendjtnre of 
Rs. 50 crores was Incurred for His Majesty s Government in India 
including the arrears not paid upto Decanter 1942, we may 
assume the total by 31st March 1943 to be Rs. 555 cnxes. The 
tctal defence expenditure of the Government of India charged to 
Indian revenues since 1939-40 amounted to Re. 553 crores by the 
same date. In other words the Government of India spent as 
much on behalf of the British Govenunait ns on their own 
nccount upto the end of 1942-43 

The finanang of these huge amotmts of expenditure, if pro- 
perly shown in the budgets of the Government of India, would 
have revealed the unpalatable truth that they were carrying on 
with deficit financing to this extent with only part of the require- 
ments met from loans, and therefore by inflation of currency We 
have made these estimates upto the end ot 1942-43. For the 
year 1943-44 the estimated expenditure charged to India for 
defence is Rs. 200 crores toduimg eaptsS arrasrA. We do oot 
know the amount which the Government of India will provide 
in rupees for the British Government during 1943-44. We find 
however that out of the Rs. 505 crores worth of sterling paid to 
India upto the end of December 1942, Rs. 196 crores were paid 
upto January 1942, In other worth during the eleven montte 
from February to December 1942, the amexmt of sterling pud 

was Rs. 309 owes. If we take this as the bdicaHoc of expeodi- 


L Budget Speech, pm IT 

a apEsS^reemoreaitam to the Budget for 1913-44. P- «• 
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ture which India incurs on behalf of His Majesty's Government 
m recent times, we may assume that m the year 1943-14, it will 
be about Rs. 300 crores , and under certain conditions it may be 
much more 1 There is no provision in the budget for tins large 
uncertain amount to be? financed , we may assume Hint it will be 
financed by inflation of currency 

(9) Rupee Fin \nce foi? U K m Loans 

We do not propose to discuss the problem of inflation at tins 
stage. Our mam concern here is to sec whether it was not pos- 
sible to raise these additional amounts for which the Government 
of India have rightly or wrongly assumed responsibility, from the 
existing sources of the people, that is by taxation or loans We 
have already discussed the difficulties of additional taxation and 
pointed out that the scope for further taxation, if at all, is on 
those few rich persons whose incomes increase under present con- 
ditions and to which a ceiling may be put. On principle, it is 
better to finance a war as far as possible from taxation. But 
modem wars are so costly that no country can raise the neces- 
sary amounts by taxes Loans have therefore to be raised to 
supplement the resources obtained from taxes Whereas the re- 
lative position of taxes and loans must have significance so far 
as the financing of the expenditure charged to India is concerned, 
that problem need not anse m the case of the financing of the 
expenditure m India charged to the U K and the allies The 
resources required for this latter purpose may be raised by loans 
without burdening the future generations, as the amount should 
in effect be a rupee loan to the U.K, and the principal and the 


1 The recent meeting between Mr Churall and President Roose- 
velt at Washington in the latter part of May soon after the African cam- 
paign was over, which Field Marshall Wavell and other Eastern Com- 
manders were invited to attend indicates the possibility of increased 
military activity! m the East and on the Indo-Burma frontier As the 
base of operations for these activities will be India, the increased ex- 
penditure on that account, irrespective of its allocation, will be incurred 
in rupees in the first instance. The estimate of Rs 300 crores for the 
year 1943-44 made on the basis of similar expenditure of the preceding 
year may m consequence be exceeded considerably, thus requiring still 
more rupee finance of uncertain magnitude 
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Interest must in due course be received from the UJO 

( 10 ) Loan Policy of the Government of India. 

So far os loans raised in India are concerned, in the first 
place vre must note the fact that there are large idk monetary 
resources in the country at present seeking investment but not 
able to find suitable avenues. The figures of deposits of scheduled 
banks arc an eloquent testimony to this fact® At the same time 
\re have witnessed a fevensh activity in the capital market in the 
country during recent months for the floatation of new companies, 
mainly banking and insurance, with large capital This a a c 
companied by the tendency of some existing companies to increase 
their capital. That private investment of such magnitude should 
be possible in concerns all of which cannot be considered as sound, 
nt a time when the Government of India are in dire need of 
funds, is the greatest paradox of war finance in India. 

In order to profit by the experience of other countries during 
the present war we may at this stage briefly review the methods 
adopted by them to finance the unparalleled expenditure of the 
present war from the existing resources of the people, that is, by 
taxes and loons. We are concerned with loans in the present 
context It is well known that to far ns loans are concerned 
what is known as the cheap money policy has been adopted in 
the UJC and the U S. A. This war has m consequence been 
called a three per cent war 

(11) Voluntary Savings in Other Countries. 

The special concessions which were formerly given to induce 
investment m loans, namely issue of a loan at a discount or free 
of income-tax are no longer given. The payment of a higher 
rate of Interest or giving such other coocesuous may induce n 
greater preference for the future m the minds of those who have 
savings to invest But this would involve a greater burden on 
posterity a greater transfer in future from the poor to the nch. 
and from the enterprising and energetic section of the people to 
the leisure dans. In spite of the absence of such inducements, 
other countries have succeeded m raising more loans by the adop- 


ts A fuller efijamion of this problem will be found In chapter V 
2. Detail* of till* will be given in the next chapter 
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tion of several special measures The conscription of labour and 
capital in some countries has enabled them to restrict the pro- 
duction of wartime superfluities The same object is achieved 
by the rigid control of imports The comprehensive price con- 
trol and well-conducted rationing schemes that most of the 
belligerent countries have adopted reduce the scope of individual 
expenditure and compel the people to save The ‘price ceiling’ 
system m the USA, in Canada and in Australia, whereby the 
prices of any commodity, wages and rent could not be higher 
than those prevailing on a fixed date is the most thorough 
effort to restrict pnvate expenditure. Several countries 
have also adopted the device of limiting dividends, so as to 
diminish individual incomes In some countries, no new invest- 
ments can be floated without the sanction of the Government 
This sanction is refused except m the case of war industries The 
object of this is to divert the savmgs of the people to government 
loans The control over imports, and the difficulties of replacing 
goods and machinery, most of which cannot be had except for 
priority certificates, have also resulted m a diversion of invest- 
ment to government loans 1 Besides vigorous appeals to patriot- 
ism, occasional Savings Weeks, and various Savings Movements 
have contributed to increased savmgs and larger contnbutions to 
government loans, which have averaged £ 30 million a week since 
the outbreak of the war in the UK 

(12) Compulsory Savings in UK 

It was felt that the savmgs induced by the above methods 
may not suffice, and if that happened inflation would have to be 
faced To prevent this contmgency, Keynes advocated a Com- 
pulsory Savmgs Plan, by means of which everyone earning above 
a certain sum would be required to put aside a certain percentage 
of his income as savings, which would be returned to him only 
after the war The British Government, while not accepting the 
Keynes Plan m detail, have introduced two measures of compul- 
sory savings, which embody the principles of the Keynes Plan 


1 The British White Paper estimates the disinvestment in England 
(excluding disinvestment abroad) at £ 286 million m 1940, and 
£ 493 million in 1941 In Germany in 1940 about 12,000 million marks 
were disinvested. 
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The Execs® Profits Tax was levied in England at the rate of 100% 
At a result of great agitation it was reduced to 60% in April 1941 
with the? provision that the asscssce would continue to pay 100% 
twt that 20% would be returned after the war In the budget 
for 1941-42 the titrable minimum ra the UJC. was lowered 
to £, 100 bringing 2 million more persons under the income-tax. 
The tax that obtained it credited to the account of the assess# 
to be returned after the war From this source alonet a tom 
■of £ 125 million a year was expected 

(13) Voluntary Savings in India, 

Attempts have been made in India to induce savings cc 
similar lines on a limited scale. In the case of Income Tax aases- 
ares, a scheme was made to induce vdantary savings in the budget 
for 1942-43 Those with incomes between Ra. 1500 and Ra 2000 
were made liable to the tax at 6 pfes m the rupee. The aaeessee 
had however the option to pay into a separate account with the 
Post Office Savings Bank one rupee for every Rs. 25 by which 
hi* mcoroe exceeded R*. 750 that I*, about 1J times the amount 
of tax he would otherwise be charged. The deposit earns interest 
at the rate of 2J per cent and cannot ordinarily be withdrawn 
m one year after the war The amount thus deposited b not 
published, but it cannot be large. 

In the budget for 1942-43 a provision was made by wfakh 
if an assesses to the EFT deposited with the Government a 
sum in tyrm of the tax, the Government would contribute an 
amount equal to half the sum so deposited, but not greater than 
cate tenth of the net EPT With the E.PT rate at 66V» per 
cent, the maximum deposft that an assessee would thus cootritxrte 
was 13 1 /, per cent of his excess profits, the Government cootn- 
btrtxrn being half of tins or 6*/, per cent Interest at the rate 
of 2 per cent is allowed oq the asseseeel contribution which will 
be returned a year after the war The Government contribution 
is payable after the war according to the cooditujco and the tune 
to be determined by Government 

The principle of this provision fa sound, but the conditions 
under which it was made were net likdy to evoke a good res- 
ponse. If the very desirable objects which it was sought to 
achieve were to be fulfilled, the arrangements ought to have been 
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such as would induce industrialists to take the fullest advantage 
of die scheme. The Excess Profits Tax has yielded handsome 
results, namely, Rs 26 crores in 1942-43 , and is expected to 
yield Rs 40 crores in 1913-44, though some eminent businessmen 
expressed the view at the time of tho last budget that these were 
large arrears and that these figures were understimates 1 The 
limited success of tins measure can be seen from the fact that 
only Rs 2 crores were deposited by the asscssecs during 1942-43 ; 
for 1943-44 Rs 4 crores were expected in the budget estimates 

(14) Compulsory Savings in India 

It was provided in the budget for 1942-43 that in the case 
of persons whose incomes did not exceed Rs 6000, an amount 
equal to * per cent of the assessee’s total income should be funded 
for his benefit and repaid to him afteg the war His tax would 
be reduced by tins amount This was at once a small relief and 
a compulsory loan. The exact amount thus collected is not 
published, but it cannot be large. 

By an Ordinance issued in May 1943 regarding certain 
changes in the E P.T , the system of optional deposit referred to 
above is made compulsory. At present besides the E P T at 66 2 / 3 
per cent the assessee pays another 13Va per cent by way of 
income-tax and super-tax, which means that the State taxes 80 per 
cent of the excess profits Out of the remaining 20 per cent 
the assessee will now be required to make a deposit of 13V 3 per 
cent leaving 6 2 / 3 per cent for distribution as dividends or for 
other purposes The Government of India will however contri- 
bute 6V 3 per cent to this deposit which will thus amount to 
20 per cent The assessee will get an interest of 2 per cent on 
his own contribution, which he will be allowed to withdraw within 
a year after the war or two years from the date of payment 
whichever is later The Government contribution will be paid 
within three years of the end of the war or earlier if the assessee 


1 This was admitted within less than two months of the passing 
of the budget for 1943-44 by the Finance Member m connection with 
the Ordinance issued m May by which summary assessment for the 
collection of EPT has been provided He estimated the arrears to be 

about Rs 100 crores This will be discussed later. 


5 
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b able to show that he want* to use ft advantageously at an 
earlier date. 

Whereas the Government contribution in the Voluntary 
scheme had some justification, it is difficult to justify this con 
tribution in the compulsory scheme. Its only effect is to reduce 
the EPT by Q*/ s per cent At the same time, rt is not easy to 
understand why the Finance Member did art follow the logical 
step of hb new policy by taking the entire 20 per cent of the 
balance of excess profits as a compulsory loan and has still left 
6Vj per cent untouched. In view of the fact that the Excel* 
Profits Taxpayers were allowed large concessions for the last 
three years, thb soUcftude for them b hard to explain. 

(15) Suggestions for Raising More Loans. 

We have seen that the efforts of the Government of India 
to raise an adequate quantity of mooey by loans have not sue 
cetded so far It b desirable therefore to consider more thorough 
going and even compulsory methods by which the war can be 
financed on sound lines and Inflation prevented. We shall refer 
m brief to some of the measures which may be explored in thb 
connection with advantage. Each of these may have its difficul- 
ties, and though adequate steps to meet them will be necessary 
the fact of diffic ulti es should not be an argument against their 
application under the present circumstances, (a) It is possible 
to have a scheme for linking up the declaration of dividends by 
companies with investment of a portion of profits m Government 
loans on the lines suggested by Sir Vlthal Chanda varkar in the 
Assembly during the discussion on the Finance Bill for 1943-44. 
(b) It b also poeaible to make the compulsory scheme of savings 
in the case of Excess Profits Tax payers applicable to the remain- 
ing 6*/ a per cent of the profits as suggested above, (c) Em- 
ployers can be asked to make the payment of a part of cash 
bonuses in War Savings Accounts. This does not mean any 
limitati on on the total benefits that the workers may legitimately 
be entitled to under the present conditions. This will merely be 
a scheme of deferred payments which will give substantial ad- 
vantages to the workers in the postwar period, as against the 
use of their extra resources at present under conditions of high 
pnees. K**) In the case of Government employees whose salaries 
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exceed Rs 6000 per year, there should be a scheme of compulsory 
savings, which should be at a progressively higher rate m the case 
of larger incomes In view of the high salaries at which Govern- 
ment has been recruiting large numbers of people for its various 
war departments, it is setting a bad example to pnvate employers 
and is adding to the inflationary tendency Either the salaries 
should be reduced to more reasonable levels or if that is not 
possible because of existing commitments, a good slice should 
be diverted to war loans by compulsory savings Those below 
Rs 6000 a jear already come within such a scheme and hence the 
suggestion made above is for those above tins figure (e) Once 
the Government of India adopts such a scheme for its employees, 
it can ask the Provincial Governments, semi-government bodies 
and pnvate employers to do the same 

(16) Regulation of Private Investment 

(/) At the same time there should be effective regulation of 
pnvate investment dunng war time This should be confined 
as far as possible to immediate essential needs for industrial pro- 
duction So long as this is not done, and speculative private 
ventures of all sorts are allowed to be floated, which raise hopes 
m the minds of investors of high dividends, it is impossible to 
expect them to subsenbe to 3 per cent Government loans Such 
regulation will on the one hand divert some of the savings to war 
loans, and on the other prevent many investors from falling 
victims to some of the mushroom companies which are now being 
floated every week 

In this connection, the recent step taken by a new Defence 
of India Rule (No 94) by which the floatation of new companies 
as well as schemes of reconstruction or recapitalisation of existing 
companies have to be approved by the Finance Department is a 
step in the right direction The object is to prevent the growth 
of mushroom companies or practices' of over capitalisation which 
may lead to trouble after the war Those who desire to under- 
take sound industrial development or expansion calculated to help 
the war effort will not have any difficulty m getting the necessary 
sanction Such a provision as pointed out above was long over- 
due. If it had been made in tune, the recent floatations which 
have diverted pnvate investment of crores of rupees to themselves 



would not have taken place. By this restriction the rhnrmeh 
of investment will be narrowed and the inducement to invest in 
war loans win be provided thus putting an end to the ^m £ 
paradox of war finance in the country a situation in which huge 
private investment was going on at a tune when the Government 
of India was badly in need of funds to obtain which it had to 
resort to the printing press . 1 

(E) Along with such schemes there should be effective 
arrangements for price-control of a comprehensive nature on a 
country wide basis.* 

(17) Co-operation or the People for Interference 
in their Economic Life. 

The object of the various schemes referred to above is to 
divert surplus purchasing power from the hands of the public to 
the Government in the form of loans, thus limiting private demand 
on the diminished quantity of goods available for civil consump- 
tion. and at the same time enabling the Government to do without 
artificial purchasing power or inflation. This twofold effect is 
sure to have a healthy reaction on pncea, if such measures are 
applied in time and in a comprehensive manner 

These remarks are made with a view to point oot that it vras 
possible and is atfll possible to provide the rupee finance required 
for the British and the allied go v er nm ents by well thoaght oat 
schemes of savings, voluntary or compulsory a* well aa of con- 
trol of prices* which should be sufficiently comprehensive in its 
outlook, completely co-ordinated in its working and above all 
inspire the confidence of the people. It must be admitted that 
the Government of India aa at piesm t constituted do not inspire 
this confidence, and measures of control in the economic life of 
a people by an unpopular government are boand to be resented 
and even oppoeed or defeated in practice by withdrawal of co- 
operation, which is essential far their soocesa. We have already 
seen how the small investors in Post Office Savings Banka and 

L It may be pointed oot that the Finance Department b not 
foflowin* the point of view expressed above hammdi aa ft ha* re- 
cently sanctioned the floatation of new coxnpanhs which could have 
been postponed. 
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Savings Certificates have withdrawn large amounts at a time 
when Government need these funds most This may be partly 
due to the pressure of rising prices which may have compelled 
soma persons to live on their savings , but partly it must also be 
due to a lack of confidence in the Government In other words, 
if the people of the country are made to feel that tins war is as 
much theirs as that of the British and the allies , that it is surely 
going to lead to their independence from foreign rule , and that 
in the conduct of the affairs of state during war-time they have 
adequate control through their chosen representatives, it should 
be quite easy to win the necessary confidence of the people to 
put up cheerfully wuth the various controls in their economic life 
by full co-operation m their working , and at the same time to 
give whatever they can by way of loans to help the financing of 
the war without inflation Instead of this very desirable con- 
fidence of the people in the w T ar effort, we have unfortunately a 
serious and prolonged political tension which makes the people 
not only apathetic towards the war effort but leads them m a 
spirit of frustration and desperation to evade measures of con- 
trol and defeat them if possible in practice. This tragic state of 
affairs is enhanced by the fact that instead of financing the 
British and allied requirements by loans, the policy of inflation 
has been adopted with its inevitable consequences on the economic 
life of the people The people see the fact of daily rising prices 
and feel their suffering in consequence and naturally attribute all 
this to the policy of the Government, the only supporters of the 
Government being those few rich persons, who as contractors of 
Government m one form or another, are able to reap a rich 
harvest out of the war, irrespective of their political leanings 
Thus the solution of the political deadlock m the country 
is closely bound up with the solution of the economic and finan- 
cial policy of the country during war time If the former is 
allowed to deteriorate further, we may have to face still greater 
difficulties m the financial and economic sphere because of 
reasons which will be discussed m the following chapters 
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CAUSES OF INFLATION 

(1) Definition of Inflation 

Inflation may be.defined as a state of aiTain when the volume 
of currency goes on increasing without being accompanied by a 
corresponding increase in production. The total quantity of 
money thus increased does the work of media of exchange for a 
relatively smaller quantity of goods and therefore pnees will rise 
or the value of the monetary unit will fall When this tendency 
is observed over some penod of time, and when the causes leading 
to it continue in operation, inflation may assume dangerous pro- 
portions. That inflation started in India some time ago and that 
by now it has readied serious proportions cannot be denied. The 
note circulation increased more than three times from Ra. 179 
acres in August 1939 to Rs. 644 acres by the end of March 1943 
By no stretch of imagination can we say* that production has 
increased in the same proportion. Pnces have increased and are 
still increasing further The value of the rupee has fallen and 
■will still fall further with the continuation of tins policy 

Sir James Taylor in his speech at the Annual Meeting of the 
Reserve Bank of India in August 1942, admitted that there was 
a considerable rise in pnces In India. He opmed, however that 
there was no cause and effect between the increese m the currency 
and the rise in prices. He tned to argue that both these pheno- 
mena were the unavoidable result of the large purchases of goods 
and services being made by the British Government in In d i a for 
which they give us sterling which we exchange for rupees. He 
assumed that the payment to us m sterling was natural and there- 
fore the increase in rupees was not avoidable. He further ob- 
served that unless this Increase in purchasing power can be met 
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by an equal increase m the supply’ of goods, 'there is bound 
to be an increase m commodity prices m this country’ This is 
exactly the definition of inflation, the existence of which he tried 
to explain away And as production has not increased and 
could not increase at the same speed as currency, the fact of in- 
flation cannot be ignored by such fallacies 


(2) Increase in Note Circulation 

The effect of war finance on the monetary situation in the 
country may now be examined There has been a large increase 
in the Notes issued by the Reserve Bank mainly against the 
addition of sterling securities to the resen c m London 1 This is 
indicated by the following figures — 


(Figures m crores of Rs.) 


1 otal Notes 

Notes in 

Sterling securities 

Ifsued 

Circulation 

in the resen c 


August 1939 

216*78 

178 89 

59 50 

Average 1929-40 

227 75 

208 86 

78 32 

Average 1940-41 

258 77 

24162 

129 97 

Average 1941-42 

32063 

308 46 

165 44 

On 26th March 1943 

65511 

643 58 

421 71 

Increase 1 

43833 

464 69 

36221 


Thus the Notes m circulation have increased by 260 per cent, 
and this has been possible mainly on account of the increase m 
sterling securities m the reserve. Before discussing the nature of 
this reserve, we shall consider the total monetary position We 


1 The rest of the increase m the note issue is covered by an excess 
in Rupee Securities, which also make up for the fall m the Rupee coin 
in the reserve Part of the rupee securities are ad Hwc securities of 
the Government of India or Treasury Bills issued to the Issue Depart- 
ment of the Reserve Bank against which notes are issued. Rupee 
Securities increased from Rs 37 crores m 1939-40 to Rs. 174 crores 
on 26th March 1943 The significance of this will be pomted out later 
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thould oho have to take into account the change in metallic dr 
culatJon. But it b difficult to estimate this with any degree of 
precision. More than 104 crores of rupees or one rupee notes have 
been issued since the war after allowing for old standard rupees 
which have been returned to the bank. Some rupees must have 
been hoarded and of this no estimate h possible. If we add this 
to the figure of increase in note circulation we have Rs. 569 
crores as the increase in currency since the war opto the end 
of 1942-43. 1 


(3) Deposit Monet 

Deposit money whkh is another form of money largely fa 
use in advanced countries, though not of as much importance 
In India as elsewhere, was gradually coming mto its own, parti 
culariy since the inception of the Reserve Bank. We find 
however that thb form of money has gone down in volume 
instead of rising as may be expected under similar draunstanccs 


1. The increase In note circulation since the be*iimiii£ of A^rli 
1943 l* ihorrn below — 


Daw 


(In crores of Rupees) 

Tattl N«n Notts la Qru*- 

iMoed. litfc m. 


ftttrHo* Srcoride* 
In Rtswrt 


2nd April 

660-70 

9th H 

671-97 

16th „ 

681 16 

23rd „ 

683 89 

30th » 

689-79 

7th May 

700- IS 

14th H 

706-99 

21st p. 

712-47 

28th * 

715-23 

4th June 

724 28 

11th „ 

732 83 

18th „ 

734-45 

25 th * 

734 75 

2nd July 

746-15 

9th „ 

748 26 


65138 

447-66 

663-20 

467-64 

669-38 

493-59 

673 43 

493-59 

677-61 

501 49 

689-71 

516-49 

696-15 

523 49 

70062 

529-49 

70111 

532-49 

713-05 

542-49 

721-66 

552-49 

722-94 

554 49 

723 35 

554 49 

733-61 

567 79 

737-62 

570-79 
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m otlier countries The following figures are significant in this 
connection 

Scheduled Banks. 

(Figures in Crores of Rs ) 





Percentage of 

Percentage of 


Demand 

Time 

ad\anccj and 

cajh and balance 


Liabilitic* 

Liability 

di*eounta to 

with Rcsertc 




Inbilitif' 

Bank to liabihtic* 

1939-40 

140 

106 

53 

100 

1940-41 

164 

105 

47 

166 

1941-42 

202 

104 

40 

14 8 

Oct. 1942 

322 

/ 102 

19 

18 4 

Nov 1942 

333 

105 

19 

175 

Dec 1942 

340 

110 

21 

15 0 

Jan 1943 

345 

114 

225 

139 

Feb 1943 

360 

118 

238 

13 3 

Mar 1943 1 

372 

121 

261 

13 4 


Whereas in 1939-40, 53 per cent of the liabilities of scheduled 
banks was due to advances and discounts, now this has fallen 
to only 26 1 per cent The banks, therefore, have definitely re- 
duced this form of money which it is m their power to create 
This power, however, cannot be exercised unless there is a de- 
mand from the public for loans from banks It follows, therefore, 
that the commercial community is not in a position to undertake 
business activity on a large scale from borrowed funds 

(4) Idle Monetary Resources 
The demand liabilities have, however, been increased from 
Rs 140 crores to Rs 372 crores, though the time liabilities are 
almost stationary The explanation of this rise in spite of the 
reduction of loans by banks may be found in the fact that some 
people who have now larger incomes and savings prefer to keep 
them in this liquid form instead of investing them either in se- 
curities or in business This inference is borne out by the fact 
that the banks increased their percentage of cash to liabilities 
from 10 to 13 4 or from Rs 24 crores to Rs 66 crores by 
March 1943 The banks have to maintain these large liquid re- 

1 The corresponding figures for recent months are given below — 
April 1943 375 124 27 3 12 2 

May 1943 391 126 283 13 0 
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fioanw to meet nny unforeseen demand* from their depositor! 
whose deposits have swelled to tach an extent in the manner 
explained above. This mean* that a large portion of the country i 
monetary resources is now lying idle in this form not able to 
fmd suitable channels of investment 

The remark that these resources are comparatively idle h 
proved by a glance at the clearing house returns which indicate 
the velocity of bank deposit* in their use as money 

Cl term i Home Returns in Crores of Rt 



Drrn*«3 EiRHikt 

W k4ct} ltd btftki. 

OuJoi flotae 
Rrtarm. Tort! 

Ytiodtj 



for ttxr ytrr 


1939-40 

140 

2,308 

17 

1940-41 

164 

2,136 

13 

1941*42 

202 

2,700 

13 

1942-43 

372 

2,773 

7-4 


It Is obvious that the clearing bouse returns do not *how 
any increase in proportion to the increase in bank 1 * deposit 
liabilities, thu* showing a big fall in the velocity of this form 
of moory 

(6) Recent Tendency Towards Greater Activity 

It may be pointed out, however that these large idle re- 
source* will become active as soon as there is an optimistic turn 
of events affecting the money market and the busme*s com 
munity in general. At Rich a tune not only will the people 
who own these deposits use them more actively bet the banka 
will also be called upon to give more advances and create tnoce 
deposit money The potential capacrty of the banks to do so 
is large m view of their present position. In this ctmrrction. 
It is significant that the percentage of advance* and discounts 
to liabilities of scheduled banks which bad fallen to 19 in 
October 1942 has gradually risen and was 26-1 in March 1943, 
in ipite of the fact that the total liabilities have increased. 1 At 

1. The jK«rt figure* ghtn to the Jut footnote ihow th*t the ten- 
dency continue*. 
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the same time, the percentage of cash to liabilities shows a tend- 
ency to fall from 184 in October 1942 to 13 4 m March 1943. 
The recent increase m pm ate investment by the floatation of 
new companies, particularly banks, must have added to the 
tendency 

(6) Rise in Prices 

In spite of the fact that this important part of the monetary 
circulation in a modem country is comparatively dormant in 
India at the present moment and is, therefore, not exerting a 
marked influence on the le\el of prices, we find that prices have 
nsen considerably, particularly during 1942-43, and in the cur- 
rent year The Calcutta Index Number rose from 115 m 1939-40 
to 272 m March 1943 1 The Bombay Index Number of wholesale 
prices rose from 109 m 1939-40 to 256 m March 1943 The 
Index Number of weekly wholesale prices prepared by the office 
of the Economic Adviser to the Government of India with the 
prices of the w r eek ending 19th August 1929 as the base, shows 
a nse from 100 to 220-1 in March 1943 

Every one of us has felt the impact of this sudden and large 
rise in prices of most commodities , m some cases, we know to 
our cost that the price! that we have to pay is even higher than 
the index number indicates This is so particularly m the case 
of imported articles which have been very scarce Even in the 
case of some locally made articles the rise is much above the 
average and is acutely felt And the actual price that we pay 
in most cases is higher than the recorded price, which is the con- 
trol pnee usually not m operation 

Though there are known causes of the relative scarcity of 
many articles of common usd, it is not easy to explain the large 
general increase in prices on that account Imports of manufac- 
tured goods are confined mainly to the commodities required for 
the war The cessation of imports of nee from Burma and the 
exports of certain foodstuffs have led to a most acute situation 
m regard to the food supply of the country Besides such tend- 
encies there are' problems of scarcity m certain parts of the 
country due to transport difficulties We in Bombay depend for 

1 The Calcutta Index Number rose to 293 m April, and to 325 
in May 1943 
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our food itippUe) of all sorts on outside sources and it Is there- 
fore that wc have periods of acute and even prolonged shortage 
of some essential articles, which cannot be purchased and brought 
to Bombay in sufficient quantities at the right tW 

Though part of the rise in prices in some gw* can be ac 
counted for by real scarcity the explanation of the general level 
of prices of all commodities rising at a rapid rate as witnessed 
In recent months. Is to be fewnd m the existence of an increase 
in the money supply of the country more than Justified by tbe 
krvel of production. It is difficult to estimate tbe increase in pro- 
duction In the country even in normal tin*s It is more so under 
the present conditions. The mam difficulty is tbe panaty of 
statistical data due to the absence of an adequate machinery to 
collect tiie necessary material. Some estimates have, however 
been attempted and the increase in production Is put at about 
20 per cent since the beginning of the war The total notes in 
circulation have, however increased from Ra. 179 crores in 
August 193940 to Rs. 644 crores on 26th March 1943. 1 This 
nse of 260 per cent In the notes in drculatioc is the most im- 
portant factor in tbe financial arrangements of the country during 
the war The rise in prices is somewhat lower than this, namely 
from 115 ini 1939-40 to 272 in March 1943 and is partly attri 
be ted to real scarcity On the other hand, part of the increase 
in the mooey supply may be neutralised by the increased pro- 
duction, and part by the desire of tbe people to hold their income 
and saving! m tbe form of money either in their own possession 
or in banks, as already explained. Even allowing for these 
factors, we cannot bat conclude that the mooey supply in tbe 
country is much in excess of the demand, that therefore the value 
of each unit of mooey has fallen, and prices m general have nsen. 

(7) Rise in Cost of Living. 

This tendency it well brought out in the Cost of Living Index 
for the working classes prepared by the Laboar Office in Bombay 

L It h possible that the monetary' supply fa the country at the 
banning Of the war was not adequate for the then requirement*. The 
fait facT W>* fa the money «opply wmt ban had the healthy effertoi 
restoring eqfaUbrfam, which waa, however short Bred » the tendency 
for the money supply to faerwne became more marked and cootinaxa 



65 


The rdcvnnt figures are given below The tendency m other 
parts of Uie country is also similar The sharp rise m recent 
months since the beginning of this >enr is significant 


Cost of Living Index (Bombay ) 
(July 1933 — June 1931 = 100) 


193S 


10S 

1912 August 


168 

1939 


106 

» Sep 


170 

1940 


112 

„ Oct 

♦ 

172 

1911 

* 

122 

„ Nov 


178 

1912 Jan 


137 

.. Dec 

* 

188 

„ Feb 


135 

1943 Jan 


203 

„ March 

♦ 

137 

„ Feb 


205 

„ Apnl 


13S 

„ March 

• • 

208 

„ Ma\ 

0 

142 

„ April 


225 

„ June 


152 

.. May 


227 

„ July 


. 16S 

June 


232 


(8) Vicious Spiral or Inflationary Prices 

Some people have argued that the rise m prices is due to 
scarcity and not to inflation Others have coined the phrase 
‘ pnee inflation ’ which they assert exists irrespective of ' money 
inflation ’ In order to have a clear idea of what exactly is 
happening we have first to distinguish between expansion of cur- 
rency which arises because of a genuine public demand, and 
expansion of currency which takes place because the government 
of a country finances itself by putting itself m possession of pur- 
chasing powetf by this method and then obtains goods and 
services from the public in exchange for the same The former 
is expansion of currency ; the latter is inflation The former is 
the genuine use of currency m the interest of the public , the latter 
is the desperate misuse of currency not in the interest of the 
public, but the last resort of a government which is not able to 
obtain funds by legitimate methods 

Let us now consider as to what happens when such purchas- 
ing power is used by government The government purchases 
goods and services, let us say this week with the help of new 
notes, say of Rs 5 crores which are thus pushed mto circulation. 
It creates a gap m the existing stock of goods, which therefore 
become scarce to that extent unless an equal additional quantity 
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can be produced In (he interval The scarcity thus caused min t 
raise pnccs but they ore raised to a still greater extent, because 
this diminished quantity of goods is now exchanging against a 
larger quantity of money As everybody in consequence has to 
pay m ore m money both the people and the Government need 
more money at the next Rage. The Government trying to bey 
the same quantity of goods in the following wee k has to pay 
more than Rs. 5 crorcs and it issues mord currency In proportion, 
unless it has obtained other resources in the meanwhile. It repeats 
the operation in this way the circle goes on there is a further 
gap In goods and consequent scarcity there b a Rill larger 
quantity of money in circulation against this diminished quantity 
of goods and the prices go on rising Because of Rich rising 
prices, the Government and the people need more money and 
this becomes the excuse for further inflation, which is then JurtI 
fled as the demand of the people. This is a vicious circle. Infla- 
tionary finance causes scarcity scarcity causes hi gh prices high 
prices require more inflation at the next stage. Each spiral of 
the vicious drde is therefore higher than the preceding It fe not 
correct therefore to try to distinguish between scarcity and fnfla 
tion as the cause of high prices as has been done by some eminent 
persons 1 each of these three phenomena is at once the anise 
and effect of the others they all form the arete, the motive force 
of the circle being the tssue of more currency Dotes from time to 
time. 


(9) Full Employment and Currency 

Some persons have taken the view that we have still ample 
scope for further employment and further production hi the 
country and that the remedy to prevent the rise m pnoes ts oat 
to rivck inflation, but to increase production and employment* 
This reasoning reverses the process. Expansion of currency 
Rvautd follow oc may accompany increase in production. If cur 
rency is expanded m the hope that production will be mertased, 
the hope is bound to be frustrated as the production effort itsdf 
must suffer sooner or later by the rising spiral of prices and costs. 

1 CL "Inflation or Scarcity?* by G. D BWa. 

2. a G. D Blri* Inflation or Scarcity? and a N Datt. 

Inflation In Rifht Perspective? 

CT 

tM 
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Those who argue m this way have m mmd the conception that 
so long as we do not have full employment we may expand cur- 
rency to stimulate production This is however conditioned by 
our capacity to achieve full employment under given circum- 
stances What is implied in the above theory is not the stage of 
maximum production and maximum employment to which a 
country may be potentially capable of reaching What is implied 
is the stage of full employment which a country is capable of 
reachmg at the given time under the given circumstances What- 
ever increase m production was possible under our conditions has 
been achieved, chiefly in war factories Most of the war factories 
are converted from existing establishments , there are only a few 
additions Other factories under private control are able to in- 
crease production only to a limited extent, because they are not 
able to expand their plant and equipment, due to the want of 
machinery, which cannot be imported 

In agriculture, increase in production is still more difficult. 
The ‘ grow more food ’ campaign aims at the substitution of com- 
mercial crops by food crops There is no great possibility of a 
substantial net increase m acreage nor of increasing the yield on 
existing acreage These are problems which require time, and 
have not been solved by the efforts of decades by the Provincial 
Departments of Agriculture aided by the researches of the Im- 
perial Council of Agricultural Research. 

It is proper therefore to conclude that full production in the 
sense that whatever mcrease we were capable of achieving under 
the present conditions has been achieved There are no reliable 
statistics to measure the extent of this production, but it is easy 
to see that the mcrease is not great compared with the total nor- 
mal production of the country Though it may be possible in 
future to increase production here and there, no substantial in- 
crease can be expected during the war The small mcrease m 
currency which was justified by such limited increase m produc- 
tion was made long ago and further additions to the currency 
are wholly unjustifiable 

( 10 )' Galloping Inflation 

Inflation once started continues to develop fast , it has a 
tendency to develop into what has aptly been called 'galloping 
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inflation. This means that at each toatsslvt stage the dose 
of inflation is larger than before. In this connection ire may 
consider the rate of the nte in note drcnlatlon which is gmn 
below 


Increase In Note Circulation, 


1939- 40 

1940- 41 

1941- 42 


(crero of JU.) 

49-45 

19-11 

152-40 


1942-43 

April 

May 

June 

July 

August 

September 

October 

November 

December 

January 

February 

Upto 26th March 1 


Pjofradve Total 
3255 
6059 
61-94 
69-75 
93-01 
11134 
133-44 
159-11 
189-11 
212-00 
233-00 
26222 


We find from the above that in the second year of the war 
the increase in note circulation was smaller than in the first m 
the third year however there was a sudden spurt to the note 
circulation — an increase of R*. 152 crore* fn one year During 
1942-43 we find an addition to the note circulation of Ra. 262 
croree. And the tame tendency may continue perhaps at a rtfll 
faster rate so long as the war lasts, unless other factors intervene. 

(11) Potential Inflation 

Whether there is galloping inflation already in operation may 
be 05 x 31 to argument, but that the tendency is toward* such a 
state of affair* cannot be denied- Tina may be aggravated by the 


L The Increue In Note arcuktloo to recent mouth* b given 
below — 

(Cnra at Kv) 

PragnJn Tot*L 
34-03 
6053 
79 78 


April 1943 
May 1943 
June 1943 
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existing idle monetary resources becoming active. ^ ave seen 
above that to some extent such activity has br£U n m recent 
montlis , the percentage of advances and discount liabilities 
of scheduled banks shows some increase the perc^^S 6 cas l J 
of these banks shows some decrease The sudderf s ^ ar P nsc in 
the pnce-level and particularly in the cost of Iivu^f ,n ^ ex m re ' 
cent months also points in the same direction instead of tem- 
pering the rise m prices, these idle resources m?^ serve as a 
powerful source of additional inflation Unless sf € P 5 are ^ken 
by which these resources are diverted to the staf e > we ^ ave a 
source of potential inflation m the present state of a ^ airs 

(12) Sterling Resources 

The question naturally arises as to how and ^ ls state 
of affairs should come about, and whether there is P 01 wa ^ * 0 
out of it The Government of India purchases largp quantities of 
war supplies on behalf of His Majesty's Government as we ^ as 
other allied governments A large amount of expenditure is 
incurred m India on behalf of these governments in! m P ees 
rupee finance required for all this is first found the Govern- 
ment of India, which is subsequently reimbursed! as explained 
m chapter I For these reasons the British GoverP ment * ias to 
pay to India large amounts ; these payments are mr e m London 
in sterling While sterling may thus accumulate to; the credit of 
the Government of India m London, it is all the tid 16 continuing 
the process of finding rupee finance for the above P ur P ose m 
India We have already seen that the UK paid li s ^5 crores 
worth' of sterling to India by the end of 1942 , that* t^ e estimate 
-upto the end of the financial year 1942-43 may be pt J t a t ^55 
crores This indicates the amount of rupee finance' provided m 
India by the Government of India on account of I^ IS Majesty s 
Government We also estimated that the figure for 1943-44 may 
be Rs 300 crores or more As already pointed out diese trans- 
actions are not shown m the budget 

Another cause of the accumulation of sterling resources is 

1 This means that the banks are now being asked to create deposit 
money by businessmen who ask for more loans , this purc™ 510 ^ power 
acts on pnees m the same way as the ordinary currenc? media and 
becomes an additional cause of the nse in pnees 


6 
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the excess of exports that we have since the war From Sep. 
tanbcr 1939 to March 1943 the Reserve Bank purchased 
Rs. 382 crores worth of sterling from the exporter who obtained 
rupees in return. Part of the rupees could be found from re 
venue on account of Home Charges for which the sterling 
rwxirces were used The Home Charges amounted to Rs. 121 
crores during the years 1939-40 to 1942-43, thus stowing a large 
excess of sterling for which rupee finance had to be provided 1 
In any case, due to the combination of these two causes, large 
accumulations of sterling resources to the credit of India took 
place in London. 

( 13) Repatriation of Sterling Debt and Issue of Notes. 

It Is this circumstance which explains two phenomena (1) 
the repatriation of our sterling debt and (2) the increase m our 
note circulation against sterling securities. Without going Into 
the details of the schemes for the repatriation of the sterling debt, 
we may draw attention to the gradual reduction in the sterling 
debt from Rs. 4SS| crores in 1938-39 to R*. 93 crores in 1942-43. 

Whereas the holders of sterling debt in London were paid 
off in sterling by the Reserve Bank, rupee counterparts of this 
debt were issued in India partly to the public, and partly to the 
Reserve Bank itself The amounts thus received enabled the 
Government of India to provide the rupee finance in India on 
behalf of His Majesty s Government and also for the exporters. 

It may be added that Indian holders of sterling debt were given 
rupee counterparts, and part of the debt was c ancelled as it was 
thought that the Indian market would not absorb the entire 
amount of counterparts.* 

Simultaneously with the above operation a be ginn i n g was 
made towards an increase in the note issue. Part of the sterling 
at the disposal of the Government of India in Lcndon was in- 
vested in sterling; securities of the British Government and these 
were transferred from time to time to the Issue Department of 

L Thb <jue*ion will be dealt with *ep«niidy «t the end of ttt* 
chapter , 

Z Out d Rs. 407 cror» worth of string debt repatriated upto 
the end of 1&12-A3, only R*- 234 acres of axmterp«rts were Hmm. 
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the Reserve Bank. This enabled the Reserve Bank according 
to the existing law to issue corresponding amounts of rupee notes 
in India These notes were naturally transferred m the first 
instance to the credit of the Government of India, who were m 
a position to acquire further supplies in the market with the help 
of this new purchasing power. 

(14) Effects of the Above. 

< 

Out of these two reservoirs to find rupee finance, the one 
namely, repatriation of debt followed by new rupee loans, is 
anti-inflationary m its effect, the other namely, issue of more 
notes against sterling securities is inflationary. The repatriation 
of sterling debt was followed to some extent by the gradual with- 
drawal of monetary resources m the country from the people to 
the Government m the form of subscription to the rupee counter- 
parts 1 The relative contraction of the money supply m the 
hands of the public must have for a time prevented the nse in 
prices due to the simultaneous process of an increase m the note 
circulation The inflationary effects of the enhanced note cir- 
culation were thus for a time held back or concealed , they are 
now felt m their full intensity As the amount of sterling debt 
to be repatriated is being exhausted, the Government of India 
uses the other reservoir of rupee finance, namely, additional notes 
to a greater extent than before, more so because the rupee ex- 
penditure in India on behalf of His Majesty’s Government in- 
creases with the prolongation of the war 

The two reservoirs for finding rupee finance, and their relative 
volume is indicated below. This does not take into account ad- 


1 The connection between rupee loans and repatriation of sterling 
debt is more apparent than real Rupee loans need not have been 
issued as a counterpart to the repatriated sterling debt, which was paid 
off from the new sterling assets. Rupee loans were, however, issued 
to meet the revenue defiats due to war expenditure by the Government 
of India. The anti-inflationary effect referred to above is really that 
of rupee loans and the same effect would follow if more loans were 
raised in future The fact that there may not be any more sterling 
debt to repatriate does not mean that more rupee loans cannot be 
raised in the country It has been pointed out later that this is one 
of the ways in which rupee finance should be obtained in future 


\ 
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the excess of exports that we have since the war From Sep- 
tember 1939 to March 1943 the Reserve Bank purchased 
Rs. 382 crores worth of sterling from the exporter* who obtained 
rupees in return. Part of the rupees could be found from re 
vtnuc on account of Home Charges for which the sterling 
resources wen: used. The Home Charges amounted to Rs. 121 
crores during the years 1939-40 to 1942-43, thus showing a large 
excess of sterling for which rupee finance had to be provided. 1 
In any case, due to the combination of these two causes, large 
accumulations of sterling resources to the credit of India took 
place in London. 

(13) Repatriation op Sterling Debt and Issue or Notes. 

It b this circumstance which explains two phenomena (1) 
the repatriation of our sterling debt and (2) the increase in our 
note circulation against sterling securities. Without going into 
the details of the schemes for the repatriation of the sterling debt, 
we may draw attention to the gradual reduction in the sterling 
debt from Rs. 4S) crores in 1938-39 to Rs. 93 crores in 1942^13. 

Whereas the holders of sterling debt in London were paid 
off in sterling by the Reserve Bank, rupee counterparts of this 
debt were issued in India partly to the public, and partly to the 
Re s er ve Bank itself The amounts thus received enabled the 
Government of India to provide the rupee finance In India on 
behalf of HU Majesty* Government and also for the exporters. 
It may be added that Indian holders of sterling debt were given 
rupee counterparts, and part of the debt was ca n ce ll ed as it was 
thought that the Indian market would not absorb the entire 
amount of counterparts* 

Simultaneously with the above deration a b eginning was 
made towards an Increase in the note issue. Part of the sterling 
at the disposal of the Government of India in London was In- 
rested in sterling seambes of the British Government and there 
were transferred from time to tune to the Issue Department of 

L This qr*jtioa will be dealt with separately at the end of this 

2. Out of Rs. 407 core* worth of sterling debt repatriated opto 
the end of 1912-43, only Ra. 234 cnxw of counterpart! were iwed. 
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the Reserve Bank This enabled the Reserve Bank according 
to the existing law to issue corresponding amounts of rupee notes 
m India. These notes were naturally transferred m the first 
instance to the credit of the Government of India, who were m 
a position to acquire further supplies m the market with the help 
of this new purchasing power, 

(14) Effects of the Above 

Out of these two reservoirs to find rupee finance, the one 
namely, repatriation of debt followed by new rupee loans, is 
anti-inflationary m its effect, the other namely, issue of more 
notes against sterling securities is inflationary The repatriation 
of sterling debt was followed to some extent by the gradual with- 
drawal of monetary resources in the country from the people to 
the Government m the form of subscription to the rupee counter- 
parts 1 The relative contraction of the money supply in the 
hands of the public must have for a time prevented the rise m 
prices due to the simultaneous process of an increase in the note 
circulation The inflationary effects of the enhanced note cir- 
culation were thus for a time held back or concealed , they are 
now felt in their full intensity As the amount of sterling debt 
to be repatriated is being exhausted, the Government of India 
uses the other reservoir of rupee finance, namely, additional notes 
to a greater extent than before, more so because the rupee ex- 
penditure in India on behalf of His Majesty’s Government in- 
creases with the prolongation of the war 

The two reservoirs for finding rupee finance, and their relative 
volume is indicated below This does not take into account ad- 


1 The connection between rupee loan9 and repatnation of sterling 
debt is more apparent than real Rupee loans need not have been 
issued as a counterpart to the repatriated sterling debt, which was paid 
off from the new sterling assets.- Rupee loans were, however, issued 
to meet the revenue defiats due to war expenditure by the Government 
of India The anti-inflationary effect referred to above is really that 
of rupee loans and the same effect would follow if more loans were 
raised m future. The fact that there may not be any more sterling 
debt to repatriate does not mean that more rupee loans cannot be 
raised in the country It has been pointed out later that this is one 
' of the ways m which rupee finance should be obtained in future 
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dKional noto Usucd ngalrat additional rapce seomtio. 


DrtTf**f U StttOsa D»tit 
(Id ctorti ot JU,) 


bcrttN b 
Ktarritici 

(b croft* W R4.) 


1939*40 26*61 18-82 

1940-41 97*56 51*65 

0941*42 164*93 35-47 

1942-43 (Estimated) 11733 256*27 


(15) Artificial Purchasing Power, 

With not much of sterling debt to repatriate, 1 the Govern- 
ment of India now resorts to the expedient of increasing the note 
circulation from week to week. What is the nature of the opera 
lion and what are likely to be its effects? For all practical par 
poses, Ihb operation is similar to the creation of artificial 
purchasing power by means of the printing press by a Govern- 
ment in need as was practised during the last war by several 
countries. During the last war eeveral countries printed notes 
and used them to obtain supplies from the dvif population the 
value of the currency unit m consequence gradually fdl to the 
value of the papal on which it was printed and price* roee at a 
rapid rate. The operation of the Government of India is similar 
inasmuch as h also creates purchasing power In ita favour 
whose effects 00 the pnce-level In the country are also similar 
There ore, however two differences (1) that the notea are sup- 
ported by a reserve in sterling securities 6000 mi le s away and 
(2) that these transactions are excluded from the budgets of the 
Government of India. 

The sterling reserve. It must be remembered in no way gives 
any value to the rupee notes in circulation, just as the gold in 
the reserve in the Bank of England m no way gave any value 
to the paper pound, during the last war when it was not con- 
vertible into gold. The internal value of the paper rupee is 
entirely independent of the contents of the reserve its relative 


1 Sterling BnbffitV* of aemf-t wanm ect bodies, Ukc mnnldpaBties 
port timt* and also of pohUc utility concerns can be repatriated fa the 
eame way fa addition to the R*. 93 crore* worth of tterfing debt «tffl 
left at the end of Marti 1W3 
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scarcity m relation to goods with which it exchanges alone deter- 
mines its internal value and its increasing abundance must 
gradually result in a steep fall m its value m terms of goods. 
Because of the size of tlie sterling reserve, some people have been 
led to believe that the rupee currency is strong, m spite of its 
obvious weakness that we are experiencing everyday by the con- 
tinuous fall m its internal value This belief shows ignorance of 
elementary laws of money and of the experience of all countries 
since the last world war In the currency laws of all countries, de- 
finite checks are provided against the overissue of notes by laying 
down certain conditions according to which the reserve against the 
notes should be constituted In our case, sterling securities was the 
most important check, next to gold The intentions of the law have 
been defeated by using sterling securities for a continuous expan- 
sion of the currency The technical observance of the law creates 
the delusion among many that our note issue is supported by sterl- 
ing securities, which somehow give a value to the rupee They 
forget that the sterling link of die rupee is temporarily; broken 
m practice by exchange control, and that the sterling securities 
no longer perform the function that they were intended to do, 
because they are at present as it were sterilised and cannot be 
used Their only 1 purpose at present is to serve as an acknow- 
ledgment of British debt to India, which however has been 
exalted mto British generosity towards India It is not easily 
realised that the rupee finance provided by the Government of 
India for His Majesty’s Government is in effect a compulsory 
loan to Britain for which the sterling securities or the I O Us of 
the British Government are the visible' evidence 

The other difference by which these transactions are excluded 
from the budgets of the Government of India also creates a mis- 
leading situation The Government of India incurs expenditure 
m rupees for these; transactions m the same manner in which it 
incurs expenditure for any other purpose which is entered m the 
budget The fact that India is reimbursed in sterling for this 
expenditure m no way absolves the Government from the task of 
finding rupee resources for the purpose, once the responsibility 
for domg so has been undertaken by them These transactions 
should have appeared in the budgets of the Government of India 
By excluding these amounts from the budgets, it has been possible 
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to balance the budgets, partly by additional taxation and partly 
by loam or other resources as already explained. This has 
created the Impression that the Government of India are follow 
ing a eound financial policy for its war expenditure, and has 
diverted the attention of people from the fact that a large part of 
the war expenditure is financed by the Government of India by 
methods which are open to serious objections inasmuch as they 
amount to an inflationary policy The fact that the Govern 
ment of India have obtained a tpchntcnl budget equilibrium by 
such methods has misled not only the layman but alio competent 
students of the subject 1 

(16) Inflation in its Naked Form 
We have referred to two reservoirs or sources of rupee finance. 
The one relating to loans uses tire existing monetary resource?! of 
the people for war purpose*. The other relating to issue of 
additional notes against sterling securities ranks in inflation which 
is limited only by the amount of sterling securities which can be 
put m the reserve, which in turn depend* on the expenditure 
incurred in India on behalf of His Majesty* Government There 
is a third reservoir which is unlimited in it* capacity to satisfy 
the demand Tor rupees. This is the issue of note* against treasury 
bills of the Government of India Treasury bill* are a form of 
temporary loan which the Government raises m order to meet 
it* current expenditure against revenue which may be collected 
during the course of the year Bankers and other large investor* 
who have funds to invest for short periods find Treasury Bills 
a convenient form of investment If however the Reserve Bank 
accepts Treasury Bills and issues nerto against them, it means 
that it create* purchasing power in favour of the Government 
against the I O Us of the Gover nm ent The temptabou to obtain 
rupee finance in this way is the greatest because it is *t first right 
the easiest method it costs only paper to the Government to 


1. A» an ntoitnrtkm of the wrong hnpreaaloa crated ta thh way 
we may refer to a recent pamphlet by Mr S. N Dott, called Inflation 
in Right Perspective. In an otherwise able e**y cm the theory of 
Inflation, Mr Dntt hu failed to *ee how the practice of the Govern- 
ment of Imfia oonformi to the type of Monetary Inflation which be 
condemn* on pp. 2-4 et hi* pamphlet. 
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create I O Us or Treasury Bills/ and it costs only paper to issue 
notes against them In other words, this type of note issue may 
be described as inflation m its naked form 

In order that such an issue of notes may be facilitated an 
Ordinance was issued m February 1941, by which the existing 
limit on the size of rupee securities that could be held m the 
Issue Department of the Reserve Bank was removed By the 
proviso to sub-section (3) of section 33 of the Resene Bank Act 
the Rupee Securities that could be held m the Issue Department 
were limited to one fourth of the total assets or Rs 50 crores 
whichever was greater. The removal of this limit made it 
possible for the Bank to hold Treasury Bills of the nominal value 
of Rs 174 crores at the close of 1942-43, as against Rs, 23 74 
crores at the end of the year 1940-41 1 2 3 It is obvious that 
whereas the inflationary effects of the notes issued against sterling 
securities are sought to be concealed by the show of these assets, 
the issue of notes against Treasury Bills is only a legal fiction 
which makes it possible for the Government to obtain rupee 
finance against its own I O Us This form of inflation which 
was rampant during the last war m Europe was severely con- 
demned, because of its obvious dangers It is exactly tins form 
of inflation which is being now practised in this country 

(17) Finance Member’s Apology for Inflation 12 

Referring to the increase m the Rupee Securities, the Finance 
Member was at pams to argue that this was not ' credit inflation ’ 3 
He observed that “these Treasury Bills merely replaced the 
sterling against which currency had already been expanded in the 
ordinary course in order to meet legitimate demands for the 
means for making cash payments, and the substitution merely 
amounts to a readjustment of the assets of the Reserve Bank’s 


1 Cf the increase m the amount of Treasury Bills as part of the 
debt of the Government of India under “ Composition of the Debt” 

2 This and the following section were published as an article in 
the Eastern Economist 22-5-43 

3 The phrase ‘ credit inflation ’ is also applied to borrowing from 
banks instead of from the public. Such loans may not represent 
genuine savings and may lead to inflation 
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Issue Department" 1 The legitimate demands for the means for 
nuking cash payments were of the nature already explained, 
namely to provide rupee finance for the British and allied govern- 
menU. That this h not the ordinary course of expanding cur 
rercy which is ordinarily done to meet genuine public demand, 
twt a most extraordinary course, ought to have been a dmitted. 
If the sterling against which such inflationary expansion of the 
currency took place. Is substituted by Treasury Bills, It does not 
in any way take away the inflationary character of the expansion. 
On the contrary it does reveal the fact that to this extent , the 
expansion of currency is backed only by the I O Us of the Govern- 
ment itself The Finance Member may as well substitute 
the entire tterfing reserve against which the present large expan 
•ion has already taken place, by such Treasury Bills and daim 
that such a process » not credit inflation. But it is obvious 
that he does not want to face this logical absurdity of h a defence 
of this type of inflation. 

Besides, ha effort M to distinguish between pure credit infla 
tion and the temporary situation in which an increase in the 
volume of purchasing power Lmpmgw for a time on a stationary 
or diminishing volume of consumable goods " need not mislead us. 
The temporary situation has already lasted for o’er three years 
and how long will it be prolonged, no one can «ay This i* • 
long enough period for the economic life of a country to be 
thoroughly disorganised by inflation, which win also prepare the 
way for further serious trouble by the inevitable deflate which 
mutt follow This distinction and the suggestion that the effect 
of the increase in purchasing power i# for a time may mislead 
the layman, but It will convince no one regarding either the 
nature of the inflation or its unfortunate effects on society 

The most remarkable observation of the Finance Member 
however was that the easy expedient of borrowing from the 
Reserve Bank has cot been adopted for making up the revenue 
deficits of governmental budgets or for augmenting governmental 
batwtyys for the purpose of meeting disbursements.'’ The Finance 
Member in the first place does not mdude in his budget* the 
figures relating to the rupee finance which be provides for the 
British sod allied governments, and then claims that for the 

U Para 53, Budget S^di. 



remaining expenditure he did not borrow from the Reserve Bank. 
If the correct position regarding the entire financing of the war 
which the Goiemment of India does is included in the budgets 
as it ought to be, the fact that the Government has to borrow 
from the Reserve Bank for augmenting its balances for the pur- 
pose of meeting the entire war disbursements will be clearly re- 
vealed to the world That this is so is indirectly, but perhaps 
unconsciously admitted by him when he says that “ since disburse- 
ments must be made m Indian currency, the question of how 
war expenditure is allotted is irrelevant so far as the inflation 
aspect of the problem is concerned ” 1 

In order to minimise the extent of inflation, the existence of 
which he does not dchy, he refers to the difficulty of making ‘a 
quantitative determination of the phenomenon of inflation’ be- 
cause of imperfect statistics In trying however, to make out a 
case that some expansion of the currency was necessary, he points 
out the public demand for currency With the exception of the 
demand for more currency due to additional production, he does 
not realise that most of the new demand for currency arises from 
the policy of the Government themselves We have already ex- 
plained how under a policy of inflation a vicious spiral of rising 
prices takes place, which leads to an increased demand for cur- 
rency both by the Government and the people The effort to> 
mix up genuine demand for currency with inflationary demand 
must merely add to the confusion 

The reference to * an optimum price-level ’ which we did not 
have at the outbreak of the war and to the problem of stimulating 
prices before the war, does not look like ‘playing the game’ 
The Government of India refused to take any monetary step 
when it was necessary to stimulate pnees during the depression 
for many years before the war The Government of India have 
not now adopted a policy of stimulating pnees with a view to 
give an impetus to production and bring about an economic 
equilibnum m the country Irrespective of this, they have gone 
headlong into a policy of inflation which raises pnees far beyond 
* the stimulating stage! * To mix up the results of two entirely 
different policies, in order to minimise the effects of inflation may 


1 Para, 51, Budget Speech 
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mislead tome for a time, but not for Ions., &s the present policy 
Is dally increasing economic disequilibrium in tbo country 

A grudging admission of thd gravity of the eHuatioa « 
however made by the Finance Member in these words— “ Tha is 
not to say however that any of us can afford to evade the pro- 
blem or to allow what may not be a senoos situation to develop 
into one for lack of timely and vigilant action. It would be 
foolish to ignore the crux of the matter which is that in the 
lopsided economic let up of a country at war free purchasing 
power h a potential source of danger " 1 So far as the extent 
of the clanger is concerned, the consolation offered by the Finance 
Member Is that ** there is not the remotest risk of inflation of the 
nature and on the scale which occurred in some of the countries 
which suffered utter defeat in the last war”* 

ft is a poor consolation for a patient to be told by his 
physician that he is nek likely to be attacked by typhoid, without 
denying the fact that he is already suffering from paratyphoid. 
The Finance Member has taken no effective steps to prevent in 
Cation* hd propose* to continue the present policy of financing 
the British and allied governments which must lead to more 
inffatioo and yet be asks us not u to take too pessimistic a view 
of the currency expansion that hat taken place so far and that 
may be expected in the future." 

(18) Finance Member on the Rise in Price of 
Raw Cotton 

Even while the Budget session of the Legislature was still 
sitting at Delhi in March, m spite of the advice of the Finance 
Member we found the dearest signs of a flight from the rupee, 
•which is the strongest proof of the dangenaa extent to wbicfa 
inflation had been already carried. The bullish heights prevailing 
in the share markets both in Bombay and Calcutta, as well as 
in the bull too and commodity markets provided evidence of this 
tendency When this tendency affected cotton winch suddenly 
soared high from a comparatively low level the Finance Member 


L Pam 54, Budget Speeds 

2. Pam 51, Budget Speedu 

3, Tht» refers to the Budget tewdon. Mar* 1943. 
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was thoroughly upset, and observed in the Assembly on 17th 
March m winding up the debate on the Finance Bill, that ‘he 
had rarely seen a more disgusting or disgraceful spectacle than 
that which was provided by that (cotton) market during the 
last few days There was no justification to run the level of the 
pnce of cotton, as had been done.’ 1 The Finance Member gave 
a warning m these words “ If they indulge m this type of action 
Government will mobilise the whole of its resources m order 
to defeat and crush them They have not only made it difficult 
to provide cheap cloth for the poor man , they have introduced 
a serious obstacle in our programme of crop-planning in order 
to secure the food production, which we need to solve the food 
problem They have acted in the most anti-social way they 
possibly could It is nothing less than economic sabotage. I 
assure the House that Government is certainly not going to take 
that kind of thing lying down and are going to take the most 
drastic steps to prevent it I have learned a lesson from the 
behaviour of the market and if the speculators think I have said 
my last word on February 27 they may find they are badly 
mistaken ” z 

The Finance Member may be reminded that once inflation 
is allowed to take root, it spreads its tentacles in such a wide- 
, spread manner, that it becomes impossible to deal with the 
symptoms successfully If you take drastic action with one 
symptom and even succeed, other symptoms still greater in 
intensity will arise m unexpected quarters It is to be expected 
that the Finance Member himself will take a warning from these 
events that the real remedy for such things is to stop the evil 
of inflation at the root without delay, instead of trying ‘ to defeat 
and crush’ those, who prove by their action the existence of the 
evil, which he tned to minimise in the Budget Speech and m the 
"budget discussions Sir Purshotamdas Thakurdas m his obser- 
vations on the remarks of the Finance Member pointed out the 
great disparity m the pnce of cotton and that of yam and cloth, 
and observed that it was desirable that the cotton grower should 
get his due under the circumstances In replying to the charge 
of economic sabotage, Sir Purshotamdas retorted that “ any 

1 Reported in The Bombay Chronicle, 18-3^43 

2 Ibid 
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tampering with the price level of cotton and the return to the 
cotton grower would amount to sabotaging the economic interest 
of the producer M Thb shows how an Inflationary rise in paces 
b general, and a disparity of the type that canted In the case 
of cotton could not continue for long. The Government of Jodis 
must face the inflation issue directly and be ready to deal with 
it squarely and revise their own policy Jf they do not want the 
economic situation In the country to deteriorate further The 
recent Ordinance prohibiting certain transactions on the? Cotton 
Exchange may check speculative tendencies, but cannot affect that 
rise in the price of raw cotton which was inevitable under the 
present inflationary conditions. 

(19) Change in Tire Armune or the Finance Member. 

As against the effort to explafn away the existence of hifla 
tron during the budget discussions in March 1943, the recent 
change in the attitude of the Finance Member towards the pro- 
blem of inflation is refreshing. Within Jess than two months of 
the passing of the Budget, the Govermnmt of India introduced 
anti inflationary measures by Ordinances. The provisions b con- 
nection with the Excess Profits Tax and the regulation of private 
investment made in the middle of May 1943 by Ordinances have 
been discussed in appropriate places. We may here refer to the 
statement of the Finance Member in explaining these measure* — 

H 7b the extent that money came into Governments coffers, 
the amount of money sent out mto dreulatioa would be less. 
If a hundred crores came m under the summary assessment a 
hundred crores las* of new monty would need to go out" Tha is 
an acknowledgment of the fact that Government are pushing 
large amount* of new money into drculatwn, that this is so on 
desirable that such extraordinary steps in the form of the new 
Ordinances had to be taken within a few weeks of die pawing 
of the budget, and that to the extent to whkh the new money 
which Government may issnd in 1943-44 is reduced because of 
thia addition to revenue, there will be Lees fnflatfoo. As however 
the amount of money which Government will require by the 
inflationary process under the existing policy during 194344 a 
much larger 1 than Rs. 100 crores, the only conaolatkn we can have 
‘ R* 300 crores In ch. Ill this may be 

exceeded under certain dicumstsoces. 



81 


from these measures is that the dose of inflation during 1943-44 
will be reduced by tins figure As the outside limit of this dose 
is uncertain and depends on the war situation in the East, we 
cannot say whether tins will have a material effect on the situa- 
tion It is obvious therefore that this step show’s a consciousness 
on the part of the authorities that their inflationary policy is 
wrong, and a desire to take some steps to mitigate the extent of 
its evils , but so long as the policy itself is not changed, the evil 
of rising prices cannot stop by such partial methods, though they 
may have a temporary effect 

(20) Excess of Exports and Repatriation of 
Sterling Debt. 

As an outstanding advantage to India of the method of pay- 
ments to us m sterling adopted by His Majesty's Government, it 
has been claimed that the substantial gams to India due to the 
repatriation of sterling debt would not otherwise have been 
possible. In tins connection, it is appropriate to examine m 
greater detail the sterling resources obtained by India during the 
war period independently of these payments. We have already 
pointed out that in addition to these sterling payments, the 
Reserve Bank purchased sterling m the open market m the usual 
way As we have normally an excess of exports, there are per- 
sons who are willing to sell their sterling claims to the Reserve 
Bank for rupees The Reserve Bank has to remit to England 
sterling in payment of ‘ Home charges ’ on revenue account, and 
is able to finance its sterling purchases ordinarily from the re- 
venues of the Governments in India to which these charges are 
debited During the war period, the amounts of sterling pur- 
chased by the! Reserve Bank have been larger than usual This 
is partly explained by the fact that our excess of exports over 
imports is much greater during the war The amount of sterling 
purchased is however much greater than this excess , the exact 
explanation cannot be given as certain relevant data are not 
published on account of the war. The following table gives the 
figures of excess of exports and sterling purchased by the Reserve 
Bank since the war After allowing for the payment of ‘ Home 
charges ’ m London, we find that the balance of sterling on this 
account was' more, than Rs 256 crores by the end of 1942-43 
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Duong the same period the amount of sterling debt repatriated 
via more than Rv 403 crores. It is obvious therefore that more 
than half the sterling debt repatriation has been done by these 
resources and could have been done even If the British Govern- 
ment did not pay us in sterling for their rupee requirements in 
India. If wd further take into account the present tendency of 
our excess of exports and the parchase of sterling by the Reserve 
Bank, it would be safe to assume that India would have been 
able to repatriate her entire sterling debt by these iwnni by the 
end of the war If this process were followed, the rupees required 
to purchase the additional sterling fn excess of our normal sterling 
charges, could hare been obtained by the issue of rupee counter 
parts of sterling debt in India. The whole transaction could have 
been spread over a somewhat longer penod and would not have 
involved inflation of currency 
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If we keep these factors in mind, it would be easy to sed the 


connection between the sterling pa ym e nts to us by His Majesty’ ■ 
Government, their conversion into sterling securities to be included 
in the assets of the Reserve Bank of India, and the issue of rupee 
notes against the same In India. In other words, if these two 
types of sterling transactions, namely the purchase of sterling by 
the Reserve Bank and the sterling payments to us by the British 
Goverment, were shown separately It would be easy to see that 
the cause of inflation in India h the method of payments to us 
in sterling and that we would have repatriated our sterling debt 
independently of these payments. 


1 The Reserve B*nk Report on Currency and Finance for 1941-43 
doe* not give the aeparate chaise* for Burma bat they hare been 
taken to be the «ame as in 194041. 
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EVILS AND REMEDIES OF INFLATION 

I EVILS 

(1) Effects of Inflation 

In connection with the tendency of the price level to soar 
high continuously when inflation has begun, we should remember 
that it causes serious harm to the economic life of large numbers 
of people who find themselves suddenly reduced to poverty and 
want Every rise in prices implies that the value of the rupee 
has fallen Thus by now the value of the rupee has already 
fallen by more than half compared with the period immediately 
preceding the war If prices still rise, the value of the rupee 
will fall still further All those persons who have fixed incomes^ 
salaries, wages, etc, find that though their mcomes may be the 
same m money, their real value has suddenly gone down This 
class of people cannot increase their mcomes easily True, or- 
ganised wage-earners demand more pay and succeed in the long 
run m getting it But this stimulates consumption rather than 
saving, and leads to still higher prices, thus aggravating the evil. 
Besides, those persons such as unorganised workers who do not 
succeed m getting a rise m their money incomes proportionate to 
the rise in prices must suffer 1 They must economise or live on 
past savings, if any Except the few capitalist landlords, agricul- 
turists are not able to obtain the prevailing high pnce for their 
produce because of defective marketing organisation, and whatever 
higher return they get in money has to be spent away in purchas- 
ing other necessaries which have risen in pnce Apart from this, 

1 The d ear ness allowance granted to employees of Government 
and semi-government institutions has no relation to the rise in prices , 
m most cases it is a meagre acknowledgment of a difficult situation 
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in modem times numcroui transactions and contracts which are 
in terms of rooocy lose their value because of inflate®. The 
nominal value in money of such transactions, which the court* 
will enforce, remains the same, bat thdr real value goes down 
suddenly It is the experience of such disasters affecting the very 
basis of modem economic life which the peoples of Europe had 
in the last War that has made Inflation so dreaded, and it is 
therefore that every government now plan* to avoid ft The 
large amount of money wealth in the hands of some people whkb 
h caused by inflation creates a false sense of prosperity in the 
minds of certain sections of the people. They realoe in due 
course that the real value of their money it fast going down, and 
that after nil they arc not ns rich a* they imagine. If inflation 
is allowed to take place, steps have to be taken later by deflationary 
methods to restore equilibrium, This process as was found by 
England after 1918 h equally disastrous and painful as it lends 
to depression and Unemployment on a large scale. In an agri 
cultural country which cannot respond to such changes quickly 
the process will be still more ruinous. If however the inflation 
goes beyond control there may be no room for any recovery m 
the ordinary tense as in Germany after the hut War It i* weD 
known that it was the wholesale rum of German families due to 
Inflation of the last War in Germany that made the way foT the 
Naxis. 


(2) Impetus to Hoarding. 

Inflation leads to boarding of commodities including food 
staffs. In view of nsing prices those who can hoM on to their 
stocks do bo in the hope of getting a better return. Cotaomeis 
prefer to buy largtf quantities, If they can, to avoid having to pay 
ttvttt* m future. The boarding of wheat in the Punjab and of 
foodstoefcs in other parts of the coantry by trader* on the one 
fomri and the hoarding of food-etuff* by coosamere in places 
like Bombay on the other is explained by the fact that inflation 
gives a direct and continuous Impetus to such hoarding. This 
causes an artificial acaroty and the poor suffer in ccnsequeore 
this leads to feverish arrangements by the Government for pnoe 
and food control and for steps to prevent hoarding. SaA 
measures however desirable become extremely difficult to ad 
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minister, so long as the cause of the trouble, namely, inflation is 
not removed. 

(3) Inflation as a form of Taxation 

Inflation is the worst form of taxation The Government 
puts itself in possession of a large quantity of fresh notes 
It buys goods m the market with tins money. This new money 
then becomes part of the circulation and competes with the' old 
money for goods The inevitable consequence is nse m prices, 
much higher than what would otherwise have occurred The 
Government obtains the goods that it wants , the goods come 
from the hands of the people and the continuous diversion of 
.goods from the public to the Government creates a scarcity which 
is shared by different people in different ways, because the new 
purchasing power is distributed unevenly among the people. The 
burden falls most heavily on the poor and the middle classes , 
they find their incomes suddenly losing value, and their capacity 
to obtain goods gomg down The rich do not mind it because 
their money income increases during war, as they are able to 
obtain huge contracts at increasing prices for the supply of war 
materials Unlike other forms of taxation, inflation thus falls 
most heavily on the less fortunate section of the people, and may 
lead to their gradual pauperisation 1 When a government is not 
able to finance war expenditure by the ordinary methods of taxes 
and loans, it resorts to this device of obtaining goods and services 
The unwilling but heavy contribution which the people are thus 
made to give for the war is often greater than the direct contri- 
bution in the form of taxes and loans, and at the same time it 
causes undesirable repercussions m the entire economic fabric of 
the country 

(4) Comparative Rise in Prices 

Before discussing the possibilities of the future, it would 
be appropriate at this stage to examine the effects of this inflation 

1 Inflation may be compared to robbery Both deprive the 
victim of some possessions, with the difference that the robber is visible, 
inflation is invisible , the robber’s act is sporadic, inflation acts coff- 
tinously , the robber’s victim may be one or a few at a time, the 
victims of inflaGon are the whole nation , the robber may be dragged 
to a court of law, inflation is legal 

7 
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In the first place attention may be drawn to tbo fact that both 
in the U K and the U.S.A. where war expenditure is on a modi 
greater scale than m India, timely steps have been taken to tee 
that Inflation is p revolted, Tbe resells of these efforts some of 
which have been explained elsewhere, are visible at a glance in 
the following table 3 vrhlch gives the index numbers of prices ia 
the UK, the U.S.A. and in India, 
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1, The base year for the different Index numbers fibren «bore lx 
not the aemn. For a perfect cornporixoc, a common ba» year would 
be dexfrxhle the method of calculation end the comwodhjcs •elected 
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teneral tenancy reflected In the table would not be affected even IT 
more perfect data could be had. 

X, Recent figure* In some cate* are not available. 
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The activities due to the war in the first place gradually- 
lifted the abnormally low level of prices current m the U K and 
USA. at the beginning of the war In the U.K where the war 
expenditure has been of a longer duration than m the USA. the 
average level of prices reached in 1941 increased only by 8 points 
in 1942 In U S A the price-level reached 1100 in October 1942 
More recent figures are not available, but if we remember the 
comprehensive anti-inflation measures introduced in the USA 
we may take it that though there may be a small nse, the price 
level m the U S.A by now would not be much above 100 

Compared with the experience of the last war, this is a 
creditable performance for both the countries Both the author- 
ities and the people of these countries are anxious to avoid the 
evils of inflation, whose memories are still fresh, and almost since 
the outbreak of the war a systematic attempt has been made so 
to control the financial policy of each country that inflation shall 
be checked Colossal amounts have been spent on the war m 
these countries without unduly raising the price level In the 
first place taxation was pitched high from the beginning, and all 
the avenues were explored to encouragd and increase savings and 
divert them to the Government m loans for the war It was by 
diverting an increasmg part of the national annual mcome that 
the war was sought to be financed 1 In pursuance of the same 
policy ingenious schemes such as limitations of dividends, and 
deferred pay on the lmes suggested by Keynes were introduced. 
The same policy was responsible for the liquidation of British 
investments in foreign countries By utilising these capital re- 
sources to obtain supplies from abroad the strain on current 
finance was reduced and inflation was prevented Simultaneously 
with this, measures for the control of prices accompanied by a 
system of rationing were introduced The people cheerfully co- 
operate in these measures of economy and sacrifice in the national 
cause which they fetel to be their own In the USA. similar 
measures involving heavy taxation and saving have been intro- 
duced The arrangements for price control m the USA. are 
perhaps more thoroughgoing and far-reaching than m the UK. 
as we can see from the recent legislation in America 


1 Some details of these measures are given at a later stage. 




(5) Ineffective Price Control in India. 

Compared with thh we find that the price level has been 
allowed to thoot up to 272 in India in March 1943 tb d rise 
being particularly heavy during the year 1942-43 r So keg as 
inflationary measures arc adopted fa the country without ade- 
quate safeguards no amount of price control will have any effect 
Under such circumstances price control becomes merely a doafc 
to deceive the people and throw the blame of the rise in prkei 
on shoulders other than those of the Government. It b well 
known that pnee control measures adopted fa thh country have 
been more on paper than fa practice that there is confusion 
about the price control policy both among the officials who are 
supposed to work it and among the public who are supposed to 
benefit by it The pronouncements of Mr Rnrfoir while htf waa 
Commerce Member showed that the Government of India were 
aware of their failure fa this connection and steps were m con- 
templation to remove defects fa the existing policy It may 
however be pointed out that the only sphere fa which the Com 
merce Department can help is by organising the food supply of 
the country so that there may be more food on the whole, and a 
proper distribution of the same. The Commerce Department 
will be powerless to control prices fa general so long as the 
Finance Deportment is following a policy which must lead to an 
ever increasing price IeveL Even m the matter of food supply 
it may be pointed out that thert is & definite impetus to those 
who bold stocks to wait for a more favourable price, and aa the 
price » ever on the increase, they may try to hold out as long as 
they can. Hoarding of food may therefore continue and the 
problem of arranging for the dishoarding of stories of food with 
inflation on the increase will present insuperable difficulties. 


1 The actual rile in price* mint be higher than that tocEaded by 
the h*W number Thoee re*poa*ih!e far nakfa* the Index number 
•would not take into account the price* current fa the blade market In 
fact, they would iwt onflnaifly know the*e price*. A» the black market fa 
in leveral case* the predominant market, and the control price* operate 
only to n faulted extent, the people on the whole are peyfa* a ons* 
hither price for moat eoxnmcxfitie* than indicated by the Offidal Index 
Number*. 
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II REMEDIES 

A. CORRECT METHODS OF RUPEE FINANCE 

(1) Demands for Rupee Finance in India 

As wc have already s ten, irrespective of the aHocaboo of 
var expenditure in India, the Government of India has under 
taken to provide the rupee finance necessary to finance the entire 
war expenditure m this country For the purpose* of understa nd 
ing the nature and volume of rupee finance, which is required, 
we may attempt a rough classification a» under — 

(а) For excess of exports on private account We have 

ecen that this led to the purchase of sterling worth 
Rt. 344 crores since the war upto the end of 1942-43 
against which rupees had to be given in India. 

(б) For the defence of India proper the determination of 

this has become difficult because of the way in which 
the Military Machine is organised and run. 

(c) For additional expenditure that India is asked to bear 

by an elastic interpretation of the Financial Settle- 
ment, or by further change* in the same in the 
future. We have seen that the total charged 
to India was Rs. 553 crores upto 1942-43 phis 
Rs. 200 crores budgetted for 1943-44. 

(d) For financing the requirements of the British Govern- 

ment in India, that is for the portion of the war 
expenditure m India, which the U.K. beam A* 
explained above, the figures of this are net 
published. We have estimated the amount at 
Re. 555 crore* upto the end of 194243 and at 
Rs. 300 crores for 1943-44 This may be consider 
ably exceeded. 

(e) For fm *T*-jng the requirements of the American Govern- 

ment fa India. The figure* of this are also not 
pubU*bed, though a provoional estimate o! the 
amount which India b to bear for nriprool aid 
it ibown. Tha fatter is mdoded m (t) 


1 
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{/) For financing the. requirements of other Allied Govern- 
ments in India, for which no information is avail- 
able 

Is the Government of India in a position to find the resources 
for these demands for rupee finance’ We ha\c seen that taxa- 
tion is carried to a high pitch Loans have been raised to supple- 
ment revenue, and the Finance Member has appealed for more 
loans m his budget speech m March last But these two sources 
together have not sufficed in the past for the aggregate war ex- 
penditure m India w’hich the Go\emment of India finances 
Their ways and means budget is therefore in deficit, the exact 
amounts of which have not been published In order to meet 
these defiats, they have adopted the easy method of creating 
artificial purchasing power by printing more notes, thereby lead- 
ing India on the high road to inflation and consequent economic 
■disequilibrium It is obvious from the Budget Speech and dis- 
cussions on the budget for 1943-44, that the Government of India 
propose to continue this policy 

(2) Prevention of Inflation at the Root 

If the Government of India are anxious not to involve the 
people of this country into economic chaos they should think 
immediately of alternative means of financing these requirements 
and put a severe brake on the inflation which has started at the 
root In the first place, we shall consider the steps to be taken 
in connection with the financing of the requirements of the 
British, American and other allied Governments The simple 
fact which has to be remembered in connection with these require- 
ments is that India is the seller of goods and services , the allied 
nations are the buyers The seller should be m the position to 
lay down the terms of the sale and particularly the method of 
payment This is a common practice in private busmess dealings , 
it is all the more necessary for business dealings between countries 
According to international practice, the British and American 
Governments should either pay us in goods and gold or raise rupee 
loans in the country from the people of the country to finance 
their requirements They may also achieve the same object by 
liquidating their assets m India and by converting them into 
rupees 
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(3) Payments to Inpu w Dwmjjlc Asets. 

Ut in examine these methods m greater detail In the first 
place, the accepted method of international payment! is goods 
or gold It should be possible for the U.K. and U.S.A. to tend 
to India durable commercial assets for which rupee investments 
from private sources would bo forthcoming. Industrial equipment 
has been moved from the U.&A. to Russia m spite of the hazards 
of the war It would not be impossible for similar feats to be 
performed by the UK. and the USJL to enable India to be a 
more effective partner in the war The demand for example* 
for an automobile industry or ship- budding industry in India is 
insistent and has been shelved on ore ground or another The- 
need for building locomotives at the promt moment is roost 
urgent, and would greatly ease the transport problem in India. 
Instance* could bo multiplied to show that the prosecution of the 
war could be helped by such a transfer as it would lead to the 
manufacture of war materials on the spot and save valuable 
shipping space and transport delays. There are incidental ad 
vantages which can be obtained by sending such goods m pay 
ment of materials and services which the U.K and IKSA get 
from India. 


(4) Payment to India in Gold. 

The other method of payment a to send gold to India. It 
may be argued that it would be hazardous to send gold to India 
at present The only answer to this b that gold and silver have 
been exported from India to UJC and XJSJl, during this war 
and there ts do reason why the reverse voyage cannot be perform 
cd by the predoos metals. If ft is considered dangerous to do 
so It should be possible to earmark gold for India, say in South 
Africa or the U.SA- It may be added that if such earmarked 
gold is treated aa part of the currency reserve, nertee will have, to- 
be issued agamst the same. The issue of additional notes can 
be avoided only if the gold is sold to private parties who may 
give rupees in return for the same. 

(5) Rupee Loans by the U K. 

The other alternative of issuing rupee loans In India on 
Ot the British Government m»y now be coraitJettd. When 
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we bought British goods for tiie last so many years on capital ac- 
count for building railways, irrigation works or such other schemes, 
we had to pay the British suppliers of these goods in' their own 
currency and, therefore, had to find the necessary amount of 
sterling As India w r as not m a position to pay these amounts, 
sterling loans were floated m London on behalf of India One 
set of British citizens subscribed to the loans , the Indian Govern- 
ment obtained the sterling, which was paid to another set of 
British citizens who supplied the goods India had to pay the 
interest on these loans all these years, and has been able to repay 
the capital now In the same manner, when the British Govern- 
ment bought goods from the USA during the last war as well 
as this war, they were called upon to pay the American suppliers 
m dollars As the British Government did not have the necessary 
amount of dollars, they raised the same eithcit by liquidating 
British investments in America or by raising dollar loans in the 
U SA The * cash and carry ’ terms on which America sold 
goods to the British in the early years of the war alsc resulted in 
such operations 

In the same way for the large purchases of goods and services 
which Britain and America are making in this country, the 
burden of finding the necessary rupee finance should really be on 
them Instead of adopting this natural process, the unnatural 
process of paying us in sterling has been adopted, and it is left to 
the Government of; India to find the rupee finance to pay the 
Indian suppliers of goods and services to Britain If this un- 
natural process is reversed and the natural process adopted, the 
solution of the difficulties m which India is involved is easy Just 
as India raised sterling loans in the past, the U K should raise 
rupee loans now This can be done as usual on the credit of the 
revenues of the British Government , the Government of India 
may give a guarantee to the investors A further) security is 
available m the form of British commercial assets m India, which 
should mspire the necessary confidence in the mind of the Indian 
mvestor Bntish investments in the USA have been similarly 
pledged to raise dollar loans It is possible that in spite of such 
security the existing political tension may come in the way of the 
success of such loans If that is so, it is a valid reason to take 
steps to end the political deadlock and restore that confidence and 
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goodwill which arc necessary for good business relations between 
-any two countries. 

(6) Liquidation op British Akets in India. 

The same object may be achieved by the liquidation of British 
commercial assets in India which are estimated at £300 million, 
Similar steps were taken by the U.K, In the last war and have 
been adopted to a greater extent in this war particularly by liqui- 
dating British investments in the U.SJl to obtain dollar resources 
lor the purchase of American goods for the war The British 
love to appease the people of India and raise rupee foam in the 
country ns suggested above or in the alternative liquidate their 
assets in. this country for which private investors in rupees should 
he available with case. The British people have to decide 
whether they would obtain genuine rupee finance in other of 
these ways for their purchases in India, or whether they would 
■continue to force the unnatural process of paying India m sterling 
and asking thereby the Government of India to continue the policy 
of inflation. 


( 7 ) Equitable Return fob our Goods. 

The method of payment now m operation for the purchase 
■of Indian goods by the U.K. and the Allies is determined by the 
buyer The buyer pays us in sterling in Loodon. The seOer 
Government li left to finance the purchases within the country 
in the bargain we have more notes and inflation. As a member 
of the Empire, we may be called upon to mobilise our resource* 
and supply the goods, but sorely this supply sbcwld not be dooe 
in a manner by which we rum ourselves and upeet our entire 
internal economy It is in order to escape from this unpo«ihle 
position in which we as sellers of goods to UJC have been in- 
volved, that the above proposals have been made, which in the 
aggregate indicate fair methods of payment for our good*. The 
result will be that we shall be able to send the goods required, but 
ahal! not suffer in the way in which we now do and shall obtain 
a just and equitable return. We have suffered from all the dia- 
advantages of a debtor nation emce the British connection. Wo 
are now in the position of a creditor But tbe present/ poficy 
qfcples tbe full and real advantages of a creditor position to which 
we are m justice entitled. TM adoption of the correct method* 
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•of rupee finance outlined above will not only prevent the further 
dangers of inflation at the root, but will also enable us to reap 
substantial fruits of our creditor position, which would otherwise 
be lost 

(8) Procedure .for raising rupee finance for U Iv 

In connection with the above suggestions for rupee finance 
for His Majesty’s Government, it would be appropriate to indi- 
cate broadly the several alternative procedures which are available 
m practice In the first place the normal procedure should be for 
the British Government to raise loans m India with the 
assistance of the Reserve Bank of India This is in conformity 
■with their practice in other countries The second method would 
be an inter-governmental loan The Government of India may 
raise rupee loans in India and then loan the same amounts to the 
British Government Under this scheme, there would be proper 
arrangements for the payment of interest and capital to the 
‘Government of India, so that there would not be any net burden 
on the Indian tax-payer on this account. Thei third alternative 
is for the Government of India to provide the rupee finance to 
the British Government, but limit the same to the amount it can 
raise by means of taxes and loans over and above what it requires 
for its own expenditure 

This last alternative is suggested m the Economists’ Mani- 
festo 1 issued on 12th April 1943 by leadmg Economists in the 
•country Among other things they observed that “ We would also 
emphasize that the total liabilities undertaken by the Government 
of India, whether on their own account or on account of the 
British and Allied Governments, should not exceed the resources 
that they find possible to raise in pursuance of the policy outlined 
by us ” 

In the first two alternatives, all the transactions would be in 
rupees, and the British Government would have to pay us ulti- 
mately m rupees directly to the investors in the first method, and 
to the Government of India m the second method In the third 
alternative, the payment m sterling is permissible, with this 
difference that we shall then havei ‘ sterling balances ’ which will 


1 The text of the Manifesto is reproduced in Appendix I 
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not be part of the sterling assets of the Reserve Bank of India 
against which, notes may have been issued in India* In other 
words, in each of these methods, inflation is avoided Those who 
have objections to these methods should decide whether they would 
prefer inflation to the supposed or real difficulties of these methods, 

(9) Tire Attituix or the Finance Member re 
these Suggestions, 

The reply of the Finance Member to these suggest ions* may 
be found in the following remark — " In a common war effort 
the usual methods of settling international indebtedness m goods 
and services arc not available and for a variety of reasons ft ft 
not possible to ghe play to the usual check* employed Inf order 
to adjust international trade rdatkxa, Le^ it is not possible to 
increase the volume of commercial imports or to adjust the trade 
balance by an upward movement in the rate of exchange ” * Even 
if we accccpt these vague remarlcs so far as payment to India 
in gold and goods fa concerned, it is obvious that the Finance 
Member is silent on the most important point in the whole iasu^, 
namely that the responsibility for finding the rupee finance for 
their requirements in India should rest on the British and Allied 
Governments. That there are well known methods of raising such 
finance in India even during war as has been dene by the U K. 
in the U S. A. and in some of the Dominions, fa not denied by 
the Finance Member The irony of the situation is that this 
finance is provided by a process which causes the most severe 
hardship to the people of this country which is wholly ignored, 
in considering the financial contribotim of India to the war and 
the payment which the U K, makes in return in sterimg u done 
in a manner which ta most conducive to her own internal requirt- 
rrvrr Hi and her own anti inflation policy 4 and yet this sterimg 
payment which is the basis of inflation in India » paraded to the 
world as the generous contribution of the U K tor the defence 
of India- The problem of theae sterling balances will be discussed 
at length in the next chapter but it fa appropriate to point out 


L This will be dfaansed more fully in tbe next chapter 
2. 'iteae mre made fa "the Falffai Rupee," PP* 22-25 
3 Budget Speech, 1W3-U, pare 5L 
A O. Ox. VI, P- 126 
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here that the present arrangements cause considerable economic 
dislocation m the country and will prepare the way for the most 
•serious depression m the future, and that the complete indifference 
to any effective alternative to this on behalf of the authorities, 
shows that the U K is not willing to shoulder the responsibility 
for rupee finance in India which is really hers, because she would 
then have to give up the solid indirect advantage which she now 
•derives by the method of paying us in sterling History will 
decide whether the U K was generous to India in this connec- 
tion or managed the financial policy of war in India m such a 
manner that she may have to do the minimum sacrifice and throw 
the maximum burden on India, yet presenting the Indian Budget 
in such a way that the world could be misled into the myth of 
the British paying for the defence of India 

B ANTI-INFLATION MEASURES 
(1) The Object of Anti-Inflation Measures 

Along with the adoption of correct methods of rupee finance 
as outlined above, other anti-inflation measures should also be 
put into operation in India without delay These measures may 
he classified into three categories — (1) those relating to taxa- 
tion , (2) those relating to loans , and (3) those relating to price 
.control and control of articles of consumption The object of the 
first two types of measures is to divert as much of the purchas- 
ing power as possible from the hands of the people to the Govern- 
ment The effect of this is that Government obtains the resources 
necessary for purchasing goods and services for the war, and the 
amount of purchasing power left m the hands of the public is 
reduced with the consequence that their demand on the smaller 
.quantity of goods available for civilian consumption is restricted 
In spite of this, due to the prevailing inequalities of wealth and 
.income, there are bound to be certain classes of people m society 
who can draw to themselves a comparatively larger share of the 
available stock of goods by paying higher prices If this is 
allowed to continue, the less fortunate section of the people who 
are in a large majority, will find it extremely difficult and some- 
times impossible to obtain even essential things of life Such a 
state of affairs during war time when all classes of people are 
asked to co-operate in the war effort would not only break the 
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dviJian morale but may also lead to an Internal revolution mak- 
ing the successful prosecution of the star impossible. It b in- 
order to prevent this contingency that the third group of antl- 
inflabonary measures arc adopted. The object of price control 
U to keep within reasonable limits the prices of things m general 
and of essential things in particular by regulating the operation 
of the laws of demand and supply As this b extremely difficult 
In practice unless either demand or supply of goods can be con- 
trolled, arrangements arc made to regulate the production, and" 
distribution of essential articles by a syttera of rationing, which 
involves the control of supply of goods which are rationed. It 
it bv the combination of these methods that the inevitable rise In 
price* which occurs during war time b brought under control, and 
all classes of people assured a reasonable existence. Incidentally 
this releases the surplus purchasing power with the well to-do for 
war loam. 

On account of the experience of the last war the realisatico 
of this object b considered the most important aspect of war 
policy in the home front, and the Gorvernnwit In most other 
countries have themselves put the most severe brake on their own 
temptation to adopt an inflationary policy The financing of 
war by printing additional currency notes is avoided by all 
possible means, because It is realised that the sacrifices Involved 
in additional taxes, additional loans and measures of price con- 
trol and rationing are desirable m the national interests In order 
to avoid the calamity which would result from a policy of infla- 
tion. 

(2) Anti Inflation Measures in U K. and U S.A. 

We now refer briefly to anti inflation measure* in the 
U K. and the U S. A. and then consider cuch measures adopted 
in India. In the U K. an increasing proportion of war expendi 
tare b raised from revalue. The percentage of revenue to total 
war expenditure m the U K. wu 48 in 1941-42 62 m 1542-43 
and is estimated to be 66 m 1949-44. The total war expenditure 
In the U K since September 1939 to the end of 194&43 b esti- 
mated at £16 000 million of which £8,677 million hare been raised 
by loans* Thus thb huge expenditure has been financed partly 
by tBie* and partly by loam*. Among taxes, direct taxes are the 



most important In order to illustrate the effect of taxation cn 
higher income categories, we may say that for nil practical 
purposes under the measures now adopted in the U K no indivi- 
dual income after paying taxes shall be higher than £6,000 a 
year , and only a smalt number of persons arc able to have net 
incomes above £4,000 a year a result of the savings cam- 
paign, and reduction of consumption by heavy sales taxes, since 
the beginning of the war, £30 million a week have been saved 
and invested m war loans At the same time by an effective 
system of rationing and price control the poorer sections! of the 
people arc assured the essentials of life Wages and salaries have 
been allowed to increase to some extent, but it is realised that 
any further increase m income may create a gap between the civi- 
lian purchasing power a\ailable for the purchase of consumers’ 
goods and their total value at current pnees at a progressive rate. 
Suggestions therefore are made by which a brake may be applied 
to further increase in wages and salaries 

In the U S A taxation has been similarly pitched high , 
ceilings have been put to personal incomes , and savings are en- 
couraged and mobilised At the same time the Anti-Inflation 
Bill which was passed m October 1942 was implemented without 
delay The legislation authorises the President to fix wages, sala- 
ries and prices at the levels existing on 15th September 1942 

(3) Anti-Inflation Measures in India 

We may now consider how far such measures have been 
applied m India and should be applied hereafter m order to raise 
the rupee finance for the total war expenditure m India, irrespec- 
tive of its allocation, and thus prevent inflation In considering 
these measures, we shall bear m mind the point that however un- 
welcome this or that measure may be to certain sections of the 
people, or however difficult such measures may be from the point 
of view of administration or constitutional propriety, it is better 
to face them m order to remove the far greater evils to society 
by the continuation of inflation It is only this overriding con- 
sideration of saving thd country from the inequities and horrors 
of inflation that measures which involve immediate sacrifice have 
to be adopted 
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<n) RctTcnchmtnl In the first place, the Government oi 
India rhould set a good example by cutting down all expenditure 
to the minimum. Large expansions have taken place in the exist 
ing department* new departments have cropped up The re- 
cruitment to these departments has been oo a lavish scale. By 
offering unusually large talanes the Government has tried to 
attract people to these services. In the absence of national send 
ment for war service, the Government offered a large monetary 
inducement for war work. By doing so the Government has 
added to its own difficulties it h»9 increased the amount that 
the Government has to spend on these services. Tboae who have 
obtained these large salaries are m the possession of greater pur 
chasing ponver than other*, and therefore able to pay higher prices 
for the diminished stock of goods in the market This taiderry 
is reflected In the Pmndal Governments, where war tone ex 
pansion of government work has led to a similar situation. Private 
employment ha* not escaped the infection. In the case of private 
employ er* there ha* been another inducement to pay higher sala- 
ries, or war allowances or bonuses to their staff AH mch addi- 
tional expenditure reduces the Excesd Profits Tax, and h at the 
cost of the Treasury It is possible that fa some cases «uch extra 
remuneration is justifiable but the fact remains that this adds 
to the inflationary situation m the country 

(b) Taxation. Taxation has been raised to a high pitch 
since the beginning of the war Large additions were made m 
the budget for 194344 It Is poerible, however a^ explained in 
Chapter II to raise more taxes from those few rich persona whose 
net incomes at present are above a particular figure. Agncul 
tnral frv-mrw* above a particular limit should also be brought 
within the same category This would be in conformity with the 
principle of ability to pay to winch reference has been hade in 
the Economists Manifesto. 

It is possible that there may be some scope of additional 
taxation in tbe Provincial sphere. For example, the Urban 
Property Tax levied in Bombay may be extended to other Pro- 
vinces. Provincial Government* may be encouraged to have a 
surpln* in their budgets by retrenchment on the one band, and 
greater taxation oo the /richer classes on the rther Tbe surplus 
may be umsted by each Province in War Loans tbe amount 
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would thus be a reserve available to -the Province in future for 
schemes, of development During the penod of post-war depres- 
sion, if the Provinces are able to spend such reserves on desirable 
schemes, they will ease the difficulties of the depression 

(c)i E P T Ordinance By a new Ordinance in the mid- 
dle of May 1943, certain changes were introduced m the system 
of E P T with the intention of recovering large arrears, of hav- 
ing speedy assessment and collection of revenue m future and of 
removing possibilities of evasion It was found that large arrears 
of E P T were outstanding mainly because of delays m proce- 
dure. To remove this, a system of summary assessment has been 
introduced A safeguard has been provided by which if it is 
found that a refund is due to the assessee when the regular assess- 
ment is made, it will be paid with interest at 5 per cent This 
is by way of a guarantee to the assessee that the new procedure 
will not be used to his disadvantage 

The Ordinance further provides that rules will be made by 
which the amount of bonuses and commissions which will be 
admissible for income-tax purposes will be prescribed The object 
of this is to check the present tendency by which bonuses and 
commissions are increased at the cost of the Treasury With the 
same object, the amount of stocks which a concern may be allowed 
to hold for income-tax purposes will also be determined. This 
is also intended to prevent hoarding of goods by such concerns 
The Finance Member Has estimated the arrears of E P T 
at about Rs 100 crores The fact that such large amounts of 
money were in the hands of people due to be paid as tax, must 
have added to the recent speculative boom m various markets 
If we take the above provisions mto account, the amount of E 
P T estimated in the budget for the year 1943-44 should be put 
at a higher figure. 

In this connection, the/ use of advance tax-certificates which 
have been adopted in other countries may be recommended Such 
a system would go far m removing the type of tax arrears to 
which the Finance Member referred, and could be applied to 
several taxes The immediate diversion of surplus purchasing 
power from the public to the Government can thus be effected 
(d) Loans The methods of raising additional loans have 
been discussed m the chapter on Public Debt We have sug- 
8 
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Ettted that the recent provision by which Excess Profits Tax 
payers are require^ to pay 13 1/3 per cent of the profits as a 
compulsory loan should be carried to its logical conclusion by 
bringing the remaining 6 2/3 per cent within the same rale. We 
hare also suggested compulsory leans from employees of Govern- 
ments and semi-government bodies where salines are above 
Hi 6.000 a year A similar arrangement should be made in the 
caw of employees of private employers alto. We have also sag 
Bested above loans by Provinces from thdNpnplnsea. 

So far os voluntary loans are concerned, the recent savings 
campaign started In the UP will provide useful experience. It 
may however be pointed out that the success of such campaigns 
win depend greatly on the political situation In the country 

The regulation of private investment and the narrowing of 
the channels of investment which has been adopted recently 
should also enable the Government to raise more loans. We have 
also made suggestions for the diversion of part of the dividends 
of companies and of cash bonuses of workers to war loans. 

(e) Price Control This important question with special 
reference to food supply has been discussed by us in a separate 
volume. 1 We hare shown that the juice control m India is of 
the most desultory character Even In the case of essential 
articles of food. It has failed miserably The attempt to control 
the pnee of foodgraim at the primary wholesale stage has been 
Some provincial government* act to a manner by 
which the pin™ of price control are defeated and there is want r r 
OM>rdinatton between the Central and Provincial authority 
The idea that the wtxie country should be treated as ooe produ 
fag and consuming unit to the matter of essential foodgraim, tin 
therefore the policy should be laid down by the Centre, whk 
should be carried cot by the Provincial Governments and tl 
State* m a spmt of ooperahon fa conspicuous by its abseno 
In consequence, articles of food have gooe up m pnee b 
200 per cot and fa •omd cases more." 

1 Price Contra! and Food Supply by C. N Valdl J J Aohri 
and D T Lakadawila. 

2. Food rationing hw been introduced In Bombay City and « 

Uew other urban tre». 
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It is a pity that such a vital problem) is still m the delibera- 
tive stage. The recent Food Conference held in the beginning 
of July resulted in a compromise between vested interests instead 
of a real dnve for assuring a proper distribution of food to the 
country a9 a whole. The unnatural distinction between surplus 
and defiat areas still continues , and the defiat areas are left at 
the mercy of the surplus areas for their food requirements There 
are measures against hoarding and profiteering of food which are 
to be intensified But the Government of a surplus Province may 
hoard and profiteer, or encourage the same within its area with 
reference to another Province Responsible Ministers of some 
surplus Provinces have openly advocated this policy and taken 
pnde in it Well might the consumer in the deficit areas say, 
‘Why not invoke the Defence of India Rules for such public 
enemies of country ? ’ 

A special Committee has been appointed to review the Food 
Problem and suggest a long-range policy which will be dis- 
cussed at another Food Conference m September In the mean 
while, prices of articles of food continue to rise , the prices of even 
controlled articles have had to be raised recently m some areas 

(f) Cloth Control The rise of prices of cloth is about 
500 per cent No attempt was made till recently to control the 
production and distribution of cloth. The schemes for standard 
cloth have been talked about for a long time without any result 
Even if the schemes materialise, the production of standard cloth 
will not be adequate for the requirements of the people Instead 
of piecemeal efforts such as the control of prices of raw cotton, 
it is desirable that the whole problem should be attacked simul- 
taneously m a thoroughgoing ^manner In this connection a press 
communique was issued by the Government of India on 27th May 
to the effect that the measures regarding the control of cotton 
prices were intended to lead to a comprehensive scheme of cloth 
and yam control designed to produce an mcrease m production 
and to ensure that doth and yam reached ultimate consumers at 
reasonable prices An agreement has been reached) with the 
industry about the doth control scheme, 1 and it is hoped that the 
scheme will be successful 


1 The Scheme is discussed in Appendix II 




<B) Ban on Foncard Transactions Another series of 
ttcx« taken by the Government of India during the mceth of May 
19f3 constitute a ban cn forward transactions and pot the trade 
on a cash basis. This was done first with reference to cotton 
ft was then applied to other marfets, such as torch ^ bullion. 
The obvious intention of these measures is to check the rise in 
prices. It mast however be pointed out that assuming that thwe 
measures arc succcrafni, their only effect wil) be to control the 
speculative dement in the price tad this win not affect the 
inflationary trend As the News Chrookte (London) put it 
thesd measures arc like plugging the thermometer to stop fever 
In other words, they do not affect the red diseme of inflation, 
even if they bhmt the edge of the speculative element m the price 
levd 


(4) ADMmismnoN op Economic Conttois. 

Economic controls of the type referred to abovn particularly 
control of prices of essential goods such food and doth, control 
of profits and wages, regulation of private fnvestment and ao on 
arc eary to Justify in prtndple m order to avoid inflation. But 
what is good m principle may become unwdeome to the point of 
disgust and opposition if them controls are not handled properly 
In the first plant the administrative officers of Government old 
or new have no experience of economic controls. They may not 
realise that the outlook and approach in the admmistraticn of 
each measures is different from these of ordinary administrative 
work of preserving law and order in normal tones. They often 
forget that economic contrcis by their very nature ailenate the 
sympathies of tfsr peopfe, and mate bitte mesa sad snhuynr sro 
in the minds of those affected. Thes! are tolerated as necosaary 
evils for the greater good for the ccamtry as a whole, when there h 
a censdousneas among the people for their; need, and consequent 
willingness to cooperate with the administration. 

The average ICS. officer who is put in charts of arch 
controls is an object of pity inasmuch as on the one hand, » 
a rale, he is not well equipped for the task cn the other tht 
coortii] background for the success of such measures does not 
erist due to the political tension m the crontry If he bougie* 
as he is bound to in most case* be will alienate the goodwill even 
of tboee penari who arc not pbfltkafly minded, but who resent 
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(g) Ban on Forward Transactions Another series of 
steps tatart by the Government of India during the month of May 
1943 constitute a ban oc forward transactions and put the trade 
oo a cash bans. This was dooe first with reference to cotton 
it was then applied to other markets, such as seeds and bullioa 
The obvious intention of these measures fa to check the rise In 
prices. It must however be pointed out that assuming that these 
measures are successful, their only effect will be to control the 
speculative ele m ent in the price level this will not affect the 
inflationary trend. As the News Chronicle (London) pot it, 
t had measures are like plugging the thermometer to step fever 
In other words, they do not affect the real disease of inflation, 
even if they blunt the edge of the speculative dement in the price 
krvd 

(4) Administration op Economic Controls. 

Economic controls of the type referred to above, particularly 
control of paces of essential goods such food and doth, control 
of profits and wages, regulation of private investment and so cn 
are easy to justify in principle in order to avoid inflation. But 
what la good in principle may become unwdcooae to the pomt of 
disgust and opposition if these controls are not handled properly 
In the first place, the administrative officers of Government old 
or new have no experience of economic controls. They may dc* 
realise that the outlook and approach in the administration of 
wch measure* fa different from those of ordinary administrative 
work of preserving law and order in normal times. They often 
forget that economic controls by their very nature alienate the 
sympathies of the people, and create bitterness and antagonism 
in the minds of those affected. The^ are tolerated as necessary 
evils for the greater good for the country a* a whole, when there if 
a coosdousness among the people for there need, and consequent 
willingness to co-operate with the administration. 

The average I OS. officer who fa put in charge of such 
controls fa an object of pity inasmuch as on the one hand, as 
a rule, he Is not well equipped for the task on the other the 
essential hs^kground for the success of such measures does not 
exist due to the political tension m the country If he bungles 
as he is bound to in most cases, be will alienate the goodwill even 
of those person* who are not politically mmiVri, but who resent 
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such measures because they affect their chances of gam or because 
they disturb their routine of life to 'which they are, accustomed 
One of the chief reasons of such bungling is due to the absence of 
the knowledge of how economic forces work and how business is 
earned on in practice m this or that trade In other countries 
the advice of those who are m a position to help is willingly 
sought by the administration , wherever possible experts are ap- 
pointed to do the work The only experts that the Government 
of India are able to find are from England , if a departure is 
made from appointing an I C S man to such key positions, it is 
m favour 'of a so-called expert imported from England Such 
experts work under the severe handicap of a total ignorance of 
local conditions and learn by committing mistakes at the cost of 
the people In any case, such experts are not able to command 
that confidence among the people, which is necessary for the suc- 
cess of economic controls The practice of appointing superan- 
nuated officers of other departments to such posts leads to the 
charge of favouritism at the cost of efficiency 

The result of this situation is that the belief in the necessity 
of such controls has been shaken, and there are important parties 
in the country who feel that the extension of the system of 
controls is not proper under the present administration This 
belief is also partly due to the half hearted controls which have 
been in existence hitherto Half-hearted or partial controls are 
worse than the absence of any control They have all the effects 
of absence of control m an intensified form, namely, the preva- 
lence of black markets 

The inherent difficulties of administering economic controls 
m a country like ours are intensified by the above factors Unless 
the Government of India take timely steps to remove these factors 
both m the political and the administrative spheres, they are 
likely to meet with increasing obstacles in carrying out their anti- 
inflationary policy In other words, the paramount needs of an 
anti-inflationary policy may force the Government to introduce 
those desirable changes in the political and administrative spheres 
for which they have otherwise shown a supreme indifference. 

(5) Test of success of Anti-Inflationary Measures 
The recent measures taken by the Government of India may 
lead to a state of complacency The same parties which refused 
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to believe in the exist free of inflation or winked at it are now 
loudly pr oclaiming the achiev ements of the Government of India 
in the sphere of anti inflationary policy Some of them have 
exaggerated the effect* of these measure*, and m their desire to 
do so have nvfnl ged in economic fallacies. For example, in coo 
necticm with the collection of Ra. 100 crorea of EP T arrears by 
summary aseeswnent and the savings drive in the UP it vras 
frequently stated that such large amounts of money would be 
“ immobilised. As a corollary to thi*, it was believed that this 
woald lead to deflating or falling paces. 1 * 3 It most fce realised 
that the transfer of purchaiing power from the people to the 
Gcr/ernrneni either by taxes or loans does net immobilise it m 
the sense that it is withdrawn from circulation. The money* u 
spent by Government and m war time it » spent quickly and 
m amounts it thus remain* in circulation- The main 
desirable effect a that bo much leas of new money will be issued 
by Government to finance the war The process is anti* 
inflationary in the aense that it thus reduce* the amount of infla 
ticn which would otherwise have taken place. It will thus prevent 
the n*o in prices which would have occurred because of inflation. 
It i» not deflationary in it* effect inasmuch a* it cannot lower 
price*. There ha* to be a withdrawal of exces* currency from 
circulation to constitute deflation which would in consequence 
reduce the price level. 

In other words, the prcceai of such tran*fer of purchasing 
power from the people to the- Government has to be continuous 
m order that the «une stock of money may do the work of 
financing the war The amounts spent by Government become 
the income of some people who recave the money The money 
thus 030 back into circulation the people pay again in taxe* 
and loan* and a fresh transfer of the same money take* place 
from the people to the Government It a by such a proces* of 
ctctouaa* transfer of purchasing power between the people and 
the Government that the British Government ha* been able to 
•pend several minion* a day without re*ort to inflation 

1 E-g. Tkt Timti of India of 24-6-43 published a statement from 

It* special correspondent at New Delhi go Saving* Drive hi UP 
and co mm e nt ed oo the same on 26-6-43 in a lending article entitled 

Deflation by Saving. 
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The test of the success of anti-inflaticn measures m India 
therefore is whether the diversion of purchasing power from the 
people to thq Government is continuous, and whether m the 
aggregate it is large enough to finance the total war expenditure 
in India, irrespective of its allocation Unless its volume is 
sufficient to meet the war expenditure m rupees incurred in India, 
the Government will under the present policy go on issuing more 
notes to meet the balance and inflation will continue to that 
extent It is only when the diversion of purchasing power from 
the people to the Government equates the amount that the 
Government spends that inflation can be stopped Even when 
this stage is reached, though pnces may not rise further, they 
will not go down The problem of the existence of large amounts 
of surplus currency already created will still remain, because 
that amount will still be m circulation The withdrawal of such 
surplus currency from circulation or deflation will be another 
difficult process, ta which reference has been made m the next 
chapter ^ If the above policy is earned out, the sterling received 
by us m London on account of the rupee expenditure made on 
behalf of His Majesty’s Government will not be put in the 
Currency Reserve, but can constitute a real balance to our credit, 
which can be utilised after the war on national account This 
problem will also be dealt with more fully m the next chapter 

(6) War Finance and Indian States 

The financial burdens of the War on India fall mainly on 
the people of British India The new taxes are levied m British 
India only Customs and Excise duties are the only taxes to which 
the people of Indian States contribute to the extent to which they 
consume dutiable goods. This is not large during normal times , 
it is smaller now because of reduction m imports and decrease 
m the yield from Customs duties. It is true that some Princes 
have been persuaded to contribute to the War Loans, or to various 
war funds, or to give gifts of war materials bearing their names, 
e.g, an aeroplane or an ambulance car and so on Though such 
contributions are broadcast, they are not equal to the sacrifices 
which are imposed on the people of British India 

The indirect sacrifice due to inflation and rising pnces is also 
not felt in; the same degree by the people of Indian States 



It a wen known that the State have followed an exclusive policy 
regarding essential good* by encouraging imports and prohibit 
ing export* of «udi goods from their territory they have in meet 
cases obtained a good supply for their population. The hoarding 
of essential goods against which we have several restrictio n s in 
British India can be done with impunity in some of the States. 
If it were possible to ascertain the actual price which the con 
surner haa to pay in the State for essential goods compared with 
what he has to pay in Bri t ish India, we shall have illuminating 
frtta showing bow the burden of inflation is partly avoided by the 
States. Pncea are certainly higher than before in the State the 
point U that they are lower than m British India To the extent 
to which there is an uneven distribution of essential goods between 
the State and British India, the burden on the people of British 
India in the shape of higher prices » greater 

In the proposed scheme of Federation under the Act of 1935 
the State had an important place. If two Indians are Bent to 
the War Cabinet, cno has to bo a Prince. In the future cocrti 
tutional and political arrangement* of the country the States will 
obviouily figure as important parties in sharing the new powers. 
As against this, we have the present situation in which India is 
a party to a totalitarian war in which m the name of the 
Defence of India, tut really also for the Defence of the E mp ire, 
huge expenditure bi bring incurred. Is it fair that the States 
should be the mere dooor* of gifts and subscribers to loans under 
the present condition* ? The Defence of India include* the 
Defence of the Indian State. Under the existing treaties with 
the State, the Paramount Power ha* to protect them. Who is to 
bear the cost? Should th: cost of defending the States be borne 
by them or the Paramount Power ? It Is wril known that m the 
past the State were defended by the Paramount Power at tbdr 
own cost The question whether the cost of defending the State 
be borne by the people of British India admits only of a negative 
answer In feet, however we find that substantially it is Britlih 
India which bears the financial burden of the war 

Betides, it is common knowledge that there to a tendency 
among industrialists to start factories m the States in order to 
avoid Income Tax, Super Tax and LPT It will not be tar 
prising if some of the existing concerns in British India even 
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- migrate tcj the States It is well known that some States have 
adopted a policy of encouraging this tendency in the interests of 
their own people The regulation of pnvate investment m British 
India recently introduced will intensify the same tendency, thus 
defeating its mam object 

Ond of the important and effective ways to increase the 
resources of the Government of India to prevent inflation is to 
ask the States to give regular war contributions which should in 
effect be m proportion to the burden on the people of British 
India In order to raise these amounts the States should be 
asked to impose taxes and controls similar to those imposed in 
British India At the same time, steps to raise more war loans 
m the States should also be taken. Such measures should bring 
m substantial amounts which would go far to provide the funds 
badly needed by the Government of India, and enable them to 
avoid further inflation, and at the same time remove the existing 
inequalities between different areas m the country 

i(7) War Strategy on the Home Front 

The state of affairs described above has arisen because 
British India and the States have remained as separate entities for 
the purposes of economic controls and moire so for war taxation. 
Even the Provinces are allowed considerable latitude in matters 
such as food and cloth control which adversely affects the entire 
price control policy His Excellency the Viceroy emphasised the 
geographical unity of India sometime ago , the economic unity of 
India is no less important, particularly during the war and for the 
success of anti-inflation measures For its recent anti-inflation 
measures by Ordinances, the Government of India have set aside 
all constitutional propriety They should realise that the need 
for setting aside the excuse of treaty rights of the States m the 
matter of economic controls is more urgent Just as war strategy 
m the field requires u n i fi ed control, similarly war strategy on the 
home front requires unified control over the entire country parti- 
cularly m economic matters, which will otherwise elude even the 
all powerful Government of India In other words, neither the 
Provinces nor the States should be allowed discretion in shaping 
the economic policy in connection with the war in the interests of 
unified control, which alone can succeed Theirs should be the 
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tadc to obey and carry out willingly central policy both in letter 
and spirit Irrespective of any constitutional impediments or the 
show of treaty rights, iinkra the Government of India are prepared 
to assume the responsibility for a unified policy of economic 
control throughout the country they cannot hope to succeed m 
then anti inflationary efforts. Besides the administration of 
uniform measures of control throughout the country In this way 
this policy should also aim at the proper distribution of the direct 
burdens of war between the States and British India aa explained 
above. 

In our discusrioa of anti inflationary measure*, we have 
assumed that the Government of India will countimic to shoulder 
the responsibility as hitherto cf providing rupee finance for the 
British and allied governments. Though we do not agree that 
this a correct, we have further assumed that having undertaken 
the responsibility they will treat the financing of this expenditure 
In the same way as they do with reference to the expenditure 
charged to India. It is only by domg so that is by providing 
for this expenditure by mean* of taxes, loans and other methods 
suggested above including contributions from States, that the 
Government of India can hope to avoid further inflation. 

If the Government of India are not abk to achieve this goal 
namely of equating their monetary resources to the total war 
expenditure In India without resort to further inflation, they 
should make prompt arrangement* with the British and Allied 
Governments by which the latter should find the rupee finance 
for t h eir requirements by one or more of the accepted methods 
outlined above, and thus put an immediate stop to the unnatural 
and ruinous proem of accepting payment for our goods in sterling 
and laming notes in India. Further ce nt um alien of the existing 
policy must lead to the impreMou that the British Government 
have adopted the method of paying us in sterling go grounds of 
their own convenience and advantages 1 without regard to the 
inflation that is caused thereby in thu country 

(8) Passive Amrcre of; Reserve Bank. 

It is appropriate m this connection to refer to the passive 
a ttitu d e of the Reserve Hunk of India regarding the problem of 


1 See chapter VI, p. 126. 
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inflation In its last annual report, the Reserve Bank obser\es 
that “ the remedy for any inflationary tendency that the expansion 
of currency might have, must take into consideration the causes 
which are producmg the increased demand for currency and these 
m present circumstances are not amenable to any action which 
the Reserve Bank can itself take” Surely, it was the business 
of the Reserve Bank to have pointed out the dangers of inflation 
inherent m the existing policy of financing the requirements of 
the British and Allied Governments and to have suggested the 
more natural and correct methods of financing the same by the 
adoption of which the present situation would have been avoided 
It is still within the power of the Reserve Bank to change its 
passive attitude and cry halt by asking for the desirable' change 
in the present policy without any delay 



VL 

STERLING ASSETS 

(1) Sterulng Assets on Steeling Balances. 

"We have deliberately used the phrase Sterling A*eti Instead 
of Sterling Balances which Is frequently used m this cocnectiofL 
The uee of this latter phrase has led to a serious misconception 
regarding the nature and use of these resources as will be clear 
durmg the course of this chapter These sterling resources are in 
the form of Assets of the Issue Department of the Reserve Bank 
of India, and unless we bear in mind this distinction, we are likely 
to be misled as will be pointed out later 

(2) Present Usa op our Sterling Resources. 

We have seen above that instead of the natural and correct 
methods of payments for our goods and services, we are being 
paid in sterling. These sterling resources have been used mainly 
m two ways. Firstly to repatriate the sterling debt of India 
winch stood at Rs. 469 crates in 1938 -39 We have already seen 
how this has been by now largely paid up and whatever remains 
will be paid in a short tune. The other use of the sterling re- 
sources has been to invest them in sterling securities and deposit 
the same in the Issue Department of the Reserve Bank against 
which rupee notes ard issued m India. These staling securities 
amounted to Ra. 422 acres on 26th March, 1943. 1 The amount 
goes on increasing every week and at the preaait rate of a crore 
a day the figure may grow very large, if the present financial 
policy is followed. The Reserve Bank also holds large balances 


L See p. 60 foot note tor r ec e n t figure*. 
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abroad in the Banking Department , these are mainly in sterling ; 
they amounted to Rs 87 crores on 26th March, 1943 , this figure 
includes cash and short term securities A sum of £30 million was 
paid to the British Government out of our sterling assets in lieu 
of railway ann uities which the British Government will pay on 
our behalf in future Similarly arrangements were announced in 
the beginning of 1943 for the payment of Railway Debenture 
Stock of £20 million The Chatfield debt of £8 5 million is also 
proposed to be liquidated as soon as possible 

(3) Repatriation of Sterling Debt 

The repatriation of sterling debt is a desirable step masmuch 
as the interest on the rupee debt created in its place will be paid 
in the country, and 'these resources will be available in future to 
finance our trade and industry Objections were raised by Mr 
Jamnadas M Mehta in the Assembly to the rates at which the 
different loans were repatriated , he pointed out how there was 
some loss to India in the process Accepting that the arrangement 
could have been earned out at a more advantageous rate, the 
transaction must be considered beneficial to the country m the 
long run 

(4) 'Problem of the Future Use of our Sterling Assets 

The mam question now is with reference to the! use of the 
growing sterling assets m the Issue Department of the Reserve 
Bank. Sir James Taylor m his speech at the last annual meeting 
of the Reserve Bank in August, 4942 referred to the advantages 
of these assets to India. He pointed out how m his opmion with 
the help of these assets India would be able to make purchases 
of outside materials for her post-war reconstruction. Such pur- 
chases according to Sir James would incidentally help inevitable 
post-war depression abroad, and therefore India would be helping 
international post-war reconstruction at the same time 1 This 
has led to elaborate calculations m certain quarters as to the way 
m which these assets could he utilised Safeguards have also been 
suggested] against their possible depreciation. 2 The Federation of 


1. Similar ideas were repeated by the Finance Member in para. 
52 of his Budget Speech for 1943-44. 

2 Cf 'India’s Sterling Balances’ by G D Birla 
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divenlon of the sterling assets id the reserve for other purport* 
will involve a large currency manipulation with inevitable other 
repercusaiaDa. If for example, he transferred, let us say Rs. 100 
crores worth sterling from the reserve for the Pensions Scheme, 
it would be necessary for him either to withdraw an enquivalent 
amount of rupee currency from emulation, or to substitute rupee 
eecunties m the Reserve of the same nominal value, thus laying 
the Government of India open to the charge of creating credit 
inflation against which he has tried to argue m the Budget Speech. 
The same remarks would apply to the Reconstruction Fund, if 
it is created. Betides, on principle it is not proper to earmarii 
aaeeta which are used for one purpose for an entirely different 
purpoGe, One wonders whether this would be consistent with the 
Reserve Bank Act or with the principle* of sound Central Bank 
ing. This is not to say that a Reconstruction Fund is not dear 
able the above argument merely ehowi that the creation of such 
a Fund is not easy as it may appear at first sight 

Though the merits of these schemes have been discussed in 
the Legislature, the question of financing then in relation to our 
sterling assets has not received tte attention that it deserve*—* 
question which ha* led the Finance Member to maktJ contradic- 
tory statements, which escaped the notice of the members of the 
Legislature. 

Any one following the discussion on the use of sterling assets 
other in the proceedings of commercial bodies or of the Legusla 
tuft or in the press zs sore to be bewildered because of the widely 
different angles from which each party views the problem, without 
taking due note of the simple fact referred to above, that having 
been used as the legal basis of more currency in India, these steii 
ing assets can be utilised only for a currency purpose and with 
a currency effect. The Finance Member has added, to the oon- 
funen by hi* contradictory statements regarding the way in which 
the Pennons Scheme and the Reconstruction FUrri are to be 
financed, and ho baa not allayed the anxiety of the public re- 
garding the future utilisation of there balances by hi* dedaia 
tion that it is essentially a post war problem, which cannot be 
tackled now 1 

L It Is recently announced by some Joanals that the Pensions 
Sch e m e is to be pot into open hoc. It is thst it will require 
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(7) The Object of the Sterling Reserve. 

In order to remove the prevailing confusion on the subject, 
and to attempt to foresee the probable circumstances m which 
we would have to deal with this matter after the war, a few ele- 
mentary facts about our currency mechanism may be .first re- 
called The practice of keeping our currency reserve in sterling 
dates back to 1898-99, when the so-called Gold Standard Reserve 
was created to maintain the exchange value of the rupee, which 
was then fixed at Is 4d In practice, this was a Sterling Reserve, 
because so long as sterling was convertible into gold as it was m 
those days, it was considered immaterial 'if the reserve was mam- 
tamed in sterling Whenever there was an adverse balance of 
trade, cr the exchange value of the rupee showed a tendency to 
fall, the reserve was utilised by selling sterling out of it m London 
for rupees tendered in India at the fixed rate The effect of this 
was by contracting the currency to raise the value of the rupee 
to the fixed rate In 1920, when the rupee was fixed at 2s gold, 
and when it was found that left to itself it would fall below that 
rate, the same process was adopted on a large scale Sterling 
amounting to £554 million was sold in London at the new rate 
against rupees received in India, which were not reissued The 
•experiment failed and the effort had to be abandoned 

The Reserve Bank of India which is now charged with the 
function of maintaining the value of the rupee at Is 6d has the 
■same machinery at its disposal for carrying out this function 
In other words, the chief object of sterling securities now accu- 
mulating m the currency reserve 19 for the maintenance ctf the 
exchange value of the rupee at Is 6d Unless it can be shown 
that part or whole of the sterlmg securities are not required for 
this purpose, it would not be possible to divert them to any other 
use as assumed in recent discussions 1 and even m Government 
pronouncements 

Though the sterling link of the rupee is m practice tempo- 
rarily in suspense, we may assume that with the termination of 


about £240 million The way m which this amount is to be financed 
is not known This seems to have escaped the attention of the critics 
•of the scheme 

1 Cf ‘ India’s Sterlmg Balances ’ by G D Rirla 
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the war it will be restored No new measures are necessary for 
this the legal forms have all been retained we are still in theory 
on the sterling exchang e standard and with the removal of ex 
change control, it will again b. m operation. The only alternative- 
to this assumption is that the rupee will be allowed to function 
as an independent currency and will have direct independent re- 
lations with the future international gold unit of Bancor cr Unites 
and not through sterling. This would certainly be highly desir 
able, but it would be too much to assume its realisation m the- 
near future. 

(8) Future External Value of the Rupee. 

It would be appropriate in this context to consider the future 
external value of the rupee, which has been fixed at Is. 6d ster 
ling since 1931 and which the Reserve Bank is bound to main- 
tain by law a law which cannot be changed without the consent 
of the Governor-General With the memories of the rising ex 
change value of the rupee in the last war people are apt to believe 
that the rupee is at least not likely to fall in its external value in 
this war They may overlook the fundamental difference, namdy 
that we were thrown on to the silver standard m the last war 
because of the me in the gold pnee of silver This possibility 
has been removed in this war by the timely reduction of the silver 
contents of the rupee. The other difference is that we did not 
have that systematic and continuous dose of inflation in the last 
war with which we are now familiar m this war The rupee hat 
fatten and will continue to fall in hs internal value the effects 
of this phenomenon on its external value are for the tnnd being, 
concealed by the operation of trade control and exchange c ontro l. 
The effects will inevitably assert themselves as soon as the con 
trob are relaxed after the war because one of the gwntfal con 
ditwos of peace will be restoration cf International trade on as 
large a scale as possible. 

(9) DETERLItNAnON OP EXCHANGE RATE. 

How Is the exchange rate between any two currencies not 
related to gold determined w practice ? It is rWrmim»d by the 
relative strength of the demand for and the supply of a currency 
in the foreign exchange market The mam cause of this demand- 
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and supply is international trade Such trade depends to a great 
extent on the internal prices in the countries concerned If our 
goods are cheaper to the foreigner, he will buy more of them and 
vice versa In other words, the internal prices of goods in differ- 
ent 'countries is an important factor affecting international trade, 
which leads to the demand for foreign currencies and the need 
for exchange It is because of this that movements m the external 
value of a (currency generally follow movements in its internal 
value, relative to the internal value of other currencies Or, m 
other words, the ratio of exchange between two currencies tends 
to be the same as the ratio between their respective purchasing 
powers This was the experience of European countries during 
and after the last war, when their currencies had lost their moor- 
ings because of inflation and their changing pnce-levels resulted 
in corresponding changes m .their exchange rates It is well-known 
how the external value of the German Mark fell so low that foreign 
tourists, say an American with a few dollars m his pocket, could 
obtain such an astronomical quantity of marks that he could live 
in the most luxunous style in Germany after the war or buy out 
anything m Germany which he fancied with ease There are 
people m our country who also enjoyed a similar experience after 
the last war 

(10) Fall in the External Value of the Rupee 

Let us apply the same experience to our conditions The 
rupee has begun to fall in its internal value because of inflation 
There is no sign of putting a stop to the process At the end of 
the war, when efforts will be made to restore international trade 
to its normal channels, the effect of the falling internal value of 
the rupee will assert itself on its external value In other words, 
the external value of the rupee will fall in relation to these cur- 
rencies whose internal purchasing power is relatively higher It 
is possible that the foreign currencies may have also fallen to 
some extent in value , the mam point is that the currency which 
lias fallen more in its internal purchasing power will be at a dis- 
advantage The pound sterling did go down m value at the end 
of the last war, but the German mark went down much further 
with the consequence that one could buy large quantities of marks 
for a pound sterling 
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(11) Degree of Fall of the Sterl£ng 

The British price-level which was about 114 in 1941 was 
maintained at about 122 in 1942. The American price-level 19 
about 100 and efforts are being made to maintain it at that leveL 
The Indian price level was at 272 in March 1943 The U.K. has 
had a remarkable toccesa during the present war in preventing a 
big mo m prices in spite of its colossal expenditure. The same 
applies to the U S. A. These two countries have become wiser 
by the experience of the last war and have developed a monetary 
and financial technique by means of which they are able to pre- 
vent the fall of their currendea even during the war in spite of 
the unusual dimensions of their war expenditure. With the help 
of the same technique, they will be able to control their internal 
price-levela and therefore the exchange value of their currencies 
after the war Before the present war in accordance with the 
Tripartite Agreement between the U S the U K. and France, 
relative exchange stability of the currencies of these countries was 
achieved by the effective use of Exchange Stabilisation Funds. 
We may assume that mfithe interests of their own people and in 
the interests of world trade m which the U S. A and the U K. 
are interested, they will succeed in the same effort after the war. 
It is not unlikely that the pound and the dollar may fall to some 
extent after the war what is of importance is the degree of such 
fall, and the rate at which the respective Governments will mam 
tarn their currendea. 

The possibility of the U K. having an adverse balance of 
trade after the war and her need to export more to meet her ex 
tonal liabilities are taken as factors which may lead to the depre- 
dation of the sterling. But against the possibility of depreciating 
the sterling to achieve larger exports, the trend of present dia- 
coMwns 1 is m the opposite direction. Besides, the nature of her 
external liabilities, which ere mainly in the form of sterling hold- 
ings of Empire countries, is such that it will help the poet war 
reconstruction of the U K. and enable her to achieve speedy 
recovery by ensuring large orders for its industries during the 
period of depression after the war 


L Sec the following section oa the International Gold Exchange 
Standard. 
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(12) International Gold Exchange Standard. 

In view of the above considerations, we may assume that 
even if the pound sterling falls in its internal value compared 
with now, that fall will not be great, and that there is sufficient 
foresight, understanding as well as capacity in the U. K and the 
U S A to see that the dollar-sterling relation is maintained at 
a reasonable level compared with the pre-war position. This view 
is co nfir med by the recent discussions in England and America 
regarding post war plans for an international currency and allied 
problems It is not possible here to discuss these plans. 
It is clear however, that timely steps are being devised 
to achieve post-war equilibrium in the monetary sphere 
and avoid the mistakes which involved the world into a 
currency chaos after the last war Apart from the actual 
plans that may be evolved from these discussions, it is obvious 
that future equilibrium will depend on the position of the sterling 
and the dollar either in relation to a new international gold unit 
that may be contrived or in relation to each other. In other 
words, the effort will be to maintain the exchange value of the 
sterling in terms of gold and of the dollar at a reasonable level 
Either sterling will be fixed at its pre-war (1939) level or in any 
case if a new level has to be fixed it will not be very much below 
that of 1939 It is to the mterest both of the U K and the U. 
S A to do so Having done so, effective arrangements/ will be 
made to maintain the new level and also to prevent changes in 
the exchange values of the currencies of other countries who may 
join the New Currency Union 1 In other words, the stability of 
exchanges similar to that achieved under the Gold Standard will 
be the goal The difference will be that instead of the common 
link of gold as under the Gold Standard, it will be a commonly 
accepted link of ‘ Gold Exchange ’ m terms of a new international 
unit, be it a Bancor or a Umtas Thus this will be in effect the 
extension to the international" sphere of the system of Gold Ex- 
change Standard that India had during the penod 1899-1914, in 
which currency was given for gold, but gold was not given for 
currency, as is now proposed under the Keynes Plan 

The success of this proposed system will depend on the ex- 


1, The membership of India in the Union is, of course, assumed. 


122 

tent to which the vahie of cold ia maintained at a stable level. 
If either gold a allowed to fluctuate or the gold values of curren- 
cies are change, we shall have the recurrence of changing price 
levels within: different countries m order to achieve exchange 
stability m international relations. As the U S. A. has the 
largest stock of gold and the U K. haa large gold mines within 
the Empire, the value of gold will depend on the policy of these 
two countries. The danger therefore ia that the members of the 
proposed World Currency Union may find themselves at the 
mercy of these ttegnroant, partner*, who have already arranged 
for a determining voice in the working of the proposed schemes. 

( 13 ) Degree of Fall op the Rupee. 

If the present methods of inflation in India continue, our 
price-level will go on rising, and the internal value of the rupee 
will fall further The existing gulf between the price levels of 
India and the U KL will be widened with every dose of inflation, 
and whatever happens to the sterling this gulf may not be bndg 
ed. The inevitable consequence will be that the external value of 
the rupee will fall it) will no longer be leh. 6d., it may be much 
less it will be about half this value with the present disparity of 
the price-levels of the two countries the exact fall will be deter 
mined by the corresponding price-levels of the respective coon 
tne* at the tune but that it will be great cannot be denied. 

In this connection, it is possible to raise a theoretical objec 
tion that the base of the Index Numbers of the different countries 
whose price- levels are compared ia not the same. A* already 
pointed out before 1 even if it ia possible to have more perfect 
data abort the price-levels of different coantnes, the general ten 
dency established here and the line of argument adopted m the 
light of the experience of the last war will remain true. It may 
be possible to show that the enstiog gap between the p nee- levels 
in England and India will be somewhat lee* If the base year for 
both countries n the tame. If this adj ustment a made, another 
adjustment should also be made in the interests of t roth , namely 
that due to the fact that the T niter Number of prices in Tpdia rs 
calculated on the so-called controlled prices, which are more on 


L See foot note to P*£e 88. 
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paper than in operation If the prices wmch people have to pay 
in tne black market were taken into account the Indian Index 
Number would be much higher, 1 and the gap between the two 
price-levels would be wider When the controls are removed it 
will be these free market prices which will assert themselves and 
have their due effect on the external value of the rupee 

(14) The Reserve Bank’s Statutory Function 

The Resene Bank is bound by law to maintain the rupee at 
Ish 6d The history cf Indian currency shows that efforts are 
always made to maintain the rupee at as high a rate as possible 
m terms cf the sterling Tne advantages of this policy to British 
trade in tins country are well-known The question after the 
war wall not be of raising the exenange value of the rupee as m 
1920 , the question will be of preventing its fall and maintaining 
its statutory rate It will not be necessary for the authorities to 
enact a new law as in 1S20 , the ousting law will be m their favour 
to repeat the operations with which the value of the raped was 
sought to be raised in that year The same policy will be enjoined 
on us by the proposed New World Currency Union m the inter- 
ests of world equilibrium of exchanges In other words, the Re- 
serve Bank will in order to carry out its statutory duty, sell ster- 
ling for rupees at the statutory rate, though the current market 
jate would be much lower The sterling assets of India which 
have been used as a legal basis for more currency now, will then be 
utilised' to bring about less currency m the country The value 
of the rupee, both internal and external, can be raised only by 
withdrawals of the excess currency m the country 

(15) Disposal of Sterling Assets 

By selling sterling from the Issue Department of the Reserve 
Bank m London and by receiving rupees for the same in India, 
this object will be earned out Rupees so received will be with- 
drawn from circulation , the corresponding amounts of sterling 
from the reserve will have been sold away at a loss Compared 
with the then prevailing pnee of sterling in terms of the fallen 
rupee, the above operation will involve a big loss In making 


1 See footnote tq Page 88 
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this attempt to bring the rupee bade to its statutory rate, whether 
the Reserve Bank will succeed or not, is more than we can sa> 
oow It will only perform its statutory duty and it will succeed 
in the bargain in disposing of the sterling assets of the country 
which haw been piled up out of the present resources of the 
country This will not be the only result The contraction of 
currency or the deflation which will thus be practised will result 
in low prices, depression and unemployment. The apparent 
prosperity which we see about u* now will suddenly disappear 
the mushroom, oocnpamea which are growing everyday now may 
find themselves in difficulties and the country will be thrown, 
into the depths of a severe depression. 

(16) Private Gain vs. National Loss. 

The sterling assets will be obtained mainly by Exchange 
banka, or exchange speculators. These will be utilised to finance 
British imports into India. These may not necessarily be capital 
goods that we want they may also be competitive goods. It 
may be that some rich Indiana who may send remittances to 
England by giving rupees here will be at an advantage as they 
will be able to buy their requirements m England at a cheap rate. 
But their individual gain will be at the cost of national k»s. The 
sterling assets have been built up from the goods and services 
which we are now giving this is a big ded u ction from the cur 
rent income of a poor country like ours with a defiat economy 
instead of receiving an adequate return for these assets, the 
country may find them illusory and a few individuals either 
British or Indian will reap a good crop out of this national kies 
by buying sterling at a cheap rate. 

In this connection d is interesting to refer to the observa 
tions of the Finance Secretary in the Council of Stale made on. 
26th March 1943. He said — “ The existence of external assets 
would provide for resumption of import trade «nd automatic 
contraction of currency Increase m currency was therefore only 
a temporary phase.* This shows the consdouaaea of the point 
referred to above that the sterling assets cannot be used without 
a currency effect The use of the assets in future will lead to 
contraction of the surplus currency which is the greater part of 
the exhtmg volume of currency and this rrnwt lead to a sudden 
large fall in pncea, leading to depression and unemplo yment u 
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pointed out above 1 

(17) Advantages op the Proposed Change 

We suffer now by inflation and high prices m financing Bri- 
tish purchases ; we shall suffer lateii by low prices and deflation 
in maintaining the statutory exchange value of the rupee and m 
the process the much talked of sterlmg assets will disappear If 
however, rupee finance is raised by the British here, they would 
have to pay interest to us in rupees , and for this they Would 
have to nurse the Indian market and send goods required by us 
in future years We would have the upper hand m trade nego- 
tiations, just as they had in the Indo-British Trade Agreement,, 
when they cculd always play on the fact that we were in the need 
to export to the U K to make our sterlmg payments The future 
would be thus safeguarded and the present evils avoided by 
adopting the natural and correct methods of financing British 
requirements in this country outlined above 

If however, the responsibility of finding the rupee finance 
for H M ’s Government is retained by the Government of India 
as hitherto, with the difference that the rupee resources thus re- 
quired are obtained by diverting the existing resources of the 
people to themselves by taxes and loans aided by effective anti- 
mflationary measures suggested above, the same object would 
be served. Further inflation can be avoided if the rupee resources 
obtained by the Government of India are equated to the total 
rupee expenditure for the war in India If this is done, the ster- 
lmg payments made to us by the U K will be a real balance to 
our credit , it will no longer be necessary to convert them into 
the Assets of the Reserve Bank of India Such balances would 


1 Whether according to the Finance Secretary's remarks, the 
sterlmg assets 'will be used for import of goods on private account or 
on national account is nob clear If the rupee falls in its external 
value as explained above, the import of goods will be on private account 
and therefore not regulated m national interests If for the sake of 
argument we assume that the import of goods will be on national 
account, then the Finance Secretary’s remark implies that the goods 
so imported will be sold to persons in the country and the rupees 
received in return will not be reissued, the process being similar in its 
effects as in the other case when the rupee was assumed to fall in its. 
external value 
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then be av ailab le for national use after the war unlike tbe present 
sterling assets. 

(18) Advantages to Britain by the Present Method 
\n interesting aspect of the existing arrangements ifl that 
the present use of cur sterling assets by the repatriation of Indian 
sterling debt and by investment in sterling securities, serves as an 
anti mfLabotl measure for tbe U K- By the first process large 
amounts of sterling are released for investment m British Defence 
Loans. By the second process India directly invests its sterling 
assets in British Loans. Thi3 very proem leads to inflation m 
India by the issue of more notes. After the war by the process 
already explained these sterling assets will be released in the 
U JC. and will be available to help British trade and industry at a 
time when the war demands will have gene down and depression 
may have set in. At this juncture tbe release of these assets in 
London vnll therefore prove an anti-deflation measure for the 
U k. This very process will help to create deflation here in the 
■effort to restore the exchange value of the rupee. 

(19) Appeal for Overhauling the Present Policy 
In other words, the whole policy regarding the use of our 
sterling assets is not m the interest* of India now or in the future 
and should be changed to tbe more natural and correct method 
by putting the rejpocaihllity of finding rupee finance for their 
requirements on the British and allied Government* without a 
moments delay It it hoped that all concerned will carefully re- 
flect on this and will realise that the sterling assets cm the better 
utibsaticn of which there n so much thought and attention will 
really prove illusory and have the same fate as similar aeeta had 
in 1920 to long as the presait inflationary method* continue. 
Instead of asking the Government of India to define their pobey 
regarding sterling assets, it would be more appropriate to ask 
them to overhaul their present financial methods which are pod 
tively detrimental to the interest* of the country 

The alternative to this is for the Government of India to 
obtain the rupee resources required for the entire war expenditure 
m India cm their own responsibility by diverting the em sting re 
sources of the people to themsdvei by adopting the various 
methods suggested above. To the extent to which they fail in 
-doing so inflation with all its evils must continue. 
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CONCLUSIONS 

(1) Estimate of Total Financial Burden on India. 

In estimating the total financial burden of the war that India 
bears, the following factors must be taken into account — 

(1) The additional revenue which the Government of India 
have raised since the War Compared with the budget estimates 
for 1939-40, which were made before the war^ we find that the 
total additional taxation amounts to Rs 250 crores 1 Including 
the arrears of Rs. 100 crores for E P.. T recently announced, 
this will be Rs 350 crores 

(2)' The additional rupee) debt incurred during the penod 
which is estimated to amount to Rs 54563 crores by the end of 
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Figures in crores of Rs 




Total Tas Revenue 

Eicess over 1939-40 

BE 

1939-40 

74-7 


Actuals 

1939-40 

850 

10 3 

it 

1940-41 

89 9 

15 2 

it 

1941-42 

118 7 

440 

BE 

1942-43 

144 3 

69 6 

BJS 

1943-44 

185 8 

1111 




250 2 


The total expenditure on Defence since the Wai up to the end of 
1942-43 was Rs 553 crores With the Budget Estimate of Rs* 200 
crores for, 1943-44, this will amount to a total of Rs. 753 crores The 
great difference between this and our figure of increase in revenue is 
explained by the fact that in the above estimate, we have taken into 
account only the additional tax revenue 
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1943-44 The revenue deficits during the same penod amount 
to Ra, 139 crores excluding the provision for debt reduction. 

(3) The rupee finance provided by the Government of India 
for the remaining war expenditure m India, which could not be 
met from the above two sources. As no systematic data are pub- 
lished fer this part of the war expenditure, which is excluded 
from our budgets, we have to infer the same from whatever in 
formation a available. We find that sterling payments made by 
His Majesty’s Government amounted to R&. 505 crores up to the 
end of December 1942. We have estimated the figure up to the 
end of 194243 at Ra, 555 crores, and* for 194344 at Rs. 300 
crores. If the war is intensified in the East as Is likely m the 
near future, this figure would be considerably exceeded. 1 This 
shows the amount of war expenditure incurred by India on be- 
half of the U K. or the amount of rupee finance that India had 
to find for the U K. We have already shown how this 13 the 
mam cause of inflation m India. The effects of inflation on the 
economic life of the country and the inequitable burden that it 
imposes on the pocr and middle classes, cannot be calculated 
except m terms of the index number of prices, which indicates 
the extent to which the people have to bear a diminution in their 
standard of life. The Index Number a» we have seen is oontinu 
oualy 00 the me. The fact that some rue m prices waa roevit 
able even In the absence of inflation must be taken into account 
in forming an estimate of this phenomenon. The experience of 
the U K. and the U S. A. shows that such a nse need not have 
been large, if inflation were avoided, and an anti inflationary 
policy were adopted in time. 

(4) The suffering which must inevitably follow after the 
war when deflation takes place mawly as a result of tte infla 
denary policy now in vogue, when therefore we shall have a 


l These estimates were on the safe aide. The Repeat on Cur 
rency and Finance Just i«ued by the Reserve Bank of India ahowa 
that the amount of sterling received by the Government of India from 
H. M i Government in hen of rupee expenditure- incurred by them in 
IncEa on their behalf waa Ra. 587 crocei upto 3lst March 1943, as 
n g rnnst Ra. 555 enrea estimated by ua. Similarly the amount of «udi 
expenditure for I943-M is put at R*. 346 crores as against Rs. 300 
crores estimated by us. 
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sudden largo drop m prices, and consequent depression and un- 
employment 

(5) As against this, we have the advantage of the repatri- 
ation of sterling debt, which removes the need for sending sterling 
remittance to the U K for the payment of interest This 
advantage could howexei have been obtained by us in any case* 
by means of the sterling due to us for our excess of exports during 
the war, as already explained before The chum that we have 
been freed from our debtor position because the U.K. pays us m 
sterling is not justified 

(6) We have m addition the Sterling Assets m the Issue 
Department of the Reserve Bank of India It is not clear whether 
we shall get imports of goods against these assets on national 
account or on private account Our analysis has shewn that these 
assets will go into the hands of private parties and the imports 
will therefore not be on national account. The advantages of 
these assets have thus important limitations 

(2) Myth of British Generosity to India 

These assets represent a deduction from the current 
national income of the people of India which is admittedly small 
They represent therefore the immediate sacrifice which the people 
of India have undergone to finance the war expenditure in India 
incurred on behalf of the U K Apart from the sacrifice shown 
by this figure, there is the invisible sacrifice of inflationary effects 
which as said above cannot be ascertained If the people of India 
are to have an adequate return for this loan to the U K the goods 
to be received in future should be determined in such a manner 
that they may help the economic development of the country m 
future and not come in its way As the possibility of regulating 
the imports of goods from the UK. or other foreign sources m 
lieu of these assets is remote, we may take it that the return will 
not (be determined by our national requirements The much 
talked of advantages to India of these assets may therefore prove 
illusory 

In any case it is obvious that the sterling assets have grown 
and are growing not because the UK pays for the defence of 
India, but because India now pays in rupees for the Imperial 
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expenditure incurred in India for the defence of the Empire, and 
suffer* in consequence by inflation. And when we visualise the 
important limitations on the use of these sterling assets on national 
account in future, and in any case the inevitable depression from 
which we ahalf suffer when these assets are used, due to conse- 
quent contraction cf currency we may well wonder at the 
ingenuity and the audacity of the myth of British generosity to 
India In the financial sphere. And further when we remember 
that the method of paying ua for British expenditure m India is 
so contrived that net only does it cause no disturbance to the 
financial arrangements of the UJL, but it also acta as an anti 
inflation measure foe thd UJC now and will act as an anti 
deflation meas ure for her after the war we must consider the 
propoganda now carried on about this myth remarkable in its 
effort to conceal the true implications of the financial arrange- 
ments between England and India for the war 

(3) WllITHES THE FALLING RUPEE? 

In order to prevent the fall in the value of the rupee because 
of inflation, we have suggested method* of rupee finance for 
His Majesty’* Government, who »hculd raise rupee loan* in India 
from the people, or from the Government of India. If however 
the Government of India continue to provide the rupee finance to 
UAL they should limit the same within the resources that they 
can obtain by means of taxes and loans as suggested in the Eco- 
nomists Manifesto. At the same time various anti inflation 
measures outlined above 1 should be adopted on a countrywide 
basis in which the Provinces and States must co-operate m carry 
ing oat the policy laid down by the Centre. 

The Government of India have shown their mfl»tinn cons 
d o u an cas by the various anti inflationary measures they have 
taken or announced since the last budget was The Ei* T 

Ordinance for the recovery of large arrears, the regulation of 
private investment, the b annin g of forward transactions in cotton, 
seeds and txillicn, the control of the prices of cotton and the 
scheme for the production and distribution of yam and cloth are 
all steps in the right direction however belated. Having allowed 
inflation to develop to the present extent, the successful mtroduc 


L See Chapter V 
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Hon of these measures has beccme more difficult The test of the 
success of these andj other anti-inflationary measures is whether 
they are effective in diverting sufficiently large quantities of pur- 
chasing power from the people to the Government from time to 
time throughout the duration of the war, to enable the Government 
of India to finance the total war expenditure m India including 
that for the U K and the Allies, thus putting a stop to the issue 
of new money or inflation Unless the Government of India are 
able to achieve this goal or transfer the responsibility of obtaining 
rupee finance required by His Majesty's Government to them, 
inflation will continue The new measures may reduce the pace 
of inflation for a time , but are net adequate to stop the infla- 
tionary trend as is evident from the continuous increase in 
currency In consequence, the falling rupee continues to fall 
The effort to control the pnces of essential goods like food and 
cloth may prove beyond the capacity of the Government them- 
selves if the inflationary methods of finance continue So long as 
the floodgates of inflation are open, the dams of anti-inflationary 
measures will remain weak to resist the flow Unless these dams 
are built on such sure foundations as the people’s goodwill and 
active oo-operation, they will not be able to stop the flood of 
inflation, and the question ‘ Whither the Falling Rupee ? ’ wilf 
remam unsolved 

(4) Increase in Production 

Those who have suggested increased production as the only 
remedy for the prevailing scarcity of goods have failed to grasp 
the working of the inflationary process Increased production is 
certainly desirable and should be undertaken wherever possible 
But no cne has been able to show how we can have under present 
conditions sufficiently large production to justify the growing 
volume of currency The gross inequity of the inflationary 
methods of finance cannot be concealed by emphasising the 
obvious need for more production in the country, the scope for 
which is so limited that not even the impetus of the prevailing 
high pnces has been enough to bring forth the requisite resources 
and organisation for that amount of production which may 
restore economic equilibrium m the country To harp on this 
improbable goal at the moment is to wink at the evils of inflation 
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-and thus encourage the Government m a policy which is uni 
•vereally condemned. Those who dislike Government controls 
should realise that they are inevitable the correct attitude for 
them is to face the situation and see that such controls are earned 
-out m the best interests of the country 

(5) Anti Inflation or Deflation ? 

At the same tune those who are talking of deflationary 
measures in face of the continued expansion of currency without 
any effort on the part of the authorities to withdraw the surplus 
currency from orcnlabon, are indulging m a grow economic 
fallacy by which it it hoped the public will not be misled in spite 
of organised propaganda. There 1* a distinction between anti 
inflationary measures and deflationary measures. The former 
prevtnt the growth of inflation the latter bring about the opposite 
proceae by withdrawal of currency from circulation. The former 
would prevent a nse in pnees the latter would bring about a fall 
m pneea. A reduction in the high price level brought about by 
preventing speculation is not deflationary in the above aeme. It 
is an anti inflationary measure inasmuch as it bhintB the specu 
lative edge of the inflationary me in pnees. But such efforts do 
not effectively prevent inflation. 

(6) The Political Factor vs. The Economic Factor. 

The various measures suggested above, of course, presuppose 
an understanding of their aims and consequences by the people 
of the country without whose full co-operabon they cannot be 
achieved. They alto presuppose the proper vision on the part of 
those in power and courage to conceive and adopt a policy which 
will disturb vested interests, bat which will at the tame time save 
the future of the millions of this country Such a vision and 
such a courage may not be expected of the Government of India 
as at present constituted. It is true t hat these measures require 
a strong Nat ional Government which can act with tho support of 
the people and whose appeal to their patriotism can succeed. To 
the many arguments for a National Government advanced by 
politicians in recent times, thu analysis supplies a potent economic 
•argument, whose validity and reasonableness will not be easily 
questioned. The ecooomic factor may in the long run prove more 
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powerful than the demand of politician* There ate known way* 
of silencing politicians ; the economic factor cannot be silenced 
The cnes of inflation which are already heaid m every home m 
tins country in the form of unduly high prices will grow louder 
and louder as days go by, if the present reckless policy is conti- 
nued The pressure of inflation will inevitably lead to hunger and 
starvation and will pave the way foi forces whose might may not 
be easy to control even by the powerful armaments m the hand* 
of the largest number of white tioops c»er stationed m tins 
country Even from the selfish point of view of maintaining m 
India an effective base against the Japanese, the British and 
American authorities will, it is hoped, realise in time the urgent 
need for preventing this increasing menace before it is too late 
For, the effectiveness of India as a base must diminish v/ith the 
increase of inflation and consequent economic chaos within the 
country The dilemma is to sohe the political deadlock and 
enlist the co-operation of the people to prevent inflation and thus 
to help the war effort ; or to continue the present methods of 
finance leading to the pauperisation of the people which must 
inevitably come m the way of the war effort 

The need for effective anti-inflationary measures to help the 
war effort has at last been realised The consciousness to solve 
the political deadlock and enlist the co-operation of the people m 
the anti-inflationary drive may not arise till m actual practice the 
failure of the drive under the present conditions is experienced 
Delay m such' cases is dangerous , there has already been great 
delay m the Government of India developing inflation-conscious- 
ness , let them not increase their own difficulties to the point of 
failure by further delaying! the effort for enlisting the peoples’ 
goodwill and co-operation in carrying through the necessary anti- 
mflation measures At the same time it is to be hoped that they 
will not play* with palliatives in their desire to make a show of 
winning the peoples’ goodwill Political palliatives under the 
present conditions must prove more irritating than successful and 
will widen the gulf that separates the rulers and the ruled instead 
of bridging it effectively for winning both the war and the peace 


in 



APPENDIX I 

MANIFESTO BY INDIAN ECONOMISTS ON 
THE RECENT ECONOMIC POLICY OF 
THE GOVERNMENT OF INDIA 
(Pubhshtd on 12-4-1943) 

The rapid rise in the general price level during the pa*t 
two years and the enormous expansion of currency m India are, 
wo feel, causally related. The unprecedented expansion of 
currency since the war began ia due chiefly to the system adopted 
for financing the large British and other Allied purchases in India, 
under which the Government of India accept* payment in sterling 
and provided rupee* in exchange. For all these purchases India 
acquires, under present arrangement*, sterling assets in London 
and against these there occurs an expansion of currency in India. 

The provision of internal finance m India for these purchases 
is a necessary concomitant of thi* accumulation of sterling assets 
in London and the responsibility for this financing falls cn the 
Indian Government in the same manner as that for any part of 
the expenditure included in it* regular budget The failure of the 
Government of India to recognise this fundamental and essential 
fact ha* prevented it from taking the proper view of the economic 
and financial situation in the country 

The Government seems to act as if it is enough for it to take 
care of it* own budget deficit while meeting tte needs of the 
British Government by printing mote witefi. Thi* is a grave 
mixreading of the whole situation and has resulted In an ever 
increasing expansion of currency unrelated to the needs of internal 
production and trade. A* a! result, th« Inflationary spiral is 
already at work in India. 
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The net inflationary gap m India’s finances, counting in the 
finance made cn behalf of liis Majesty’s Government, is thus 
being wholly filled by the creation of more currency. Hie mfla- 
tion in India is, therefore, a deficit induced fiat-money inflation. 

It is the most disastrous type of inflation The repatriation of 
India’s sterling obligations does not act as an anti-inflationary 
factor, except to the extent to which the rupee counterparts are 
taken up by the public , but this has so far been only small m 
proportion 

The increased liquidity preference of the public, which is at 
present tempering the rise in prices, cannot be expected to last 
long with a continuously using price level The experience of 
many European countries after the Great War emphasises the 
danger of counting on a continuance of this phenomenon It is 
clearly a temporary phase and with a further rise in prices a pre- 
ference for holding commodities instead of money might suddenly 
manifest itself 

Inflation is the most inequitable way of distributing the war 
burden and usually involves large transfers of wealth from the 
poorer and the middle classes to the richer classes It is also 
undesirable because it increases the cost of war and impairs the 
war effort by hindering production and distribution Its conse- 
quences to economic society are immediately felt , it, however, 
also holds the threat of bringing abcut later, political conse- 
quences of an even graver nature 

We earnestly feel that immediate and drastic measures to 
check inflation are called for In this connection we urge on the 
Government of India the primary necessity of closing the ‘ gap ’ 
by increased taxation and borrowing Taxation, m our opinion, 
should be raised to the highest practicable pitch, adjusted to 
shoulders that can best bear it We suggest a much steeper pro- 
gression m income! tax rates, the laying of a maximum limit to 
individual consumption, income and absorption of all profits 
above a limit, either m tax revenue or to be impounded into 
special loan contributions To increase the volume of borrowings 
to the required level, it is necessary to institute a comprehensive 
scheme of compulsory savings as well as a rigid control of all 
investment outlets. 
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TIus programme should bj brought into effect with great 
rapidity However it will take some tune before the inflaticnay 
gafi is completely closed and the total currency In circulation 13 
to-day already greatly redundant, even at the ejntmg high prices 
To Uc up tills vagrant purchasing power we propose the immediate 
initial steps of a blanket control of all prices followed by a strict 
examination of all later allowable increases. 

In order to make this price control measure effective a policy 
of centralised supervision and direction of productive effort will 
te. This wli la fts tora vsrokre esjaafi^ -ataVrt. rtgeia 

tion of tnuopert and chain tu the machinery on a natural Kale. 
A rationing cf the essential necessities of life should* be under 
taken to as large an extent as possible. An effective control of 
prices will involve a wage stop but thi9 will mean no hardship as 
long os the price me la stayed An equally strict profits stop 13 
indicated as a corollary of this policy as well as independently 
on account of financial considerations. 

In our cpmkm. only such a comprehensive view of economic 
policy is capable of averting the grave economic, political and 
social consequences of the continuance of the present process of 
| Inflation. We would also emphasize that the total liabilities 
undertaken by the Government of India, whether 00 their own 
account or on account of the British and Allied Governments, 
should not exceed the resources that they find posable to raise in 
pursuance of the policy outlined by ua. 

V G. KALE, Formerly Profcaeor of Economics, Fergntaon 
College, Poona President. Indian Economic 
Conference, 1928. Member Tariff Board, 1923-25. 
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K- T Shah Formerly University Professor of Economics, 
Bon*ay University Secretary National Planning 
Committee. 

c N Vakil, University Professor of Economics. Bombay 
University President, Indian Economic Con 

ference, 1934. 
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Economic* President Indian Eccoormd Con- 

ference, 1940. 
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APPENDIX II 

A NOTE ON YARN AND CLOTH CONTROL 

Finding that its original standard cloth scheme formed m 
1941, by which the mills had undertaken to reserve 60% of their 
productive capacity for Government orders, was making no im- 
pression on the market and that it had failed, as Mr Hydari said, 
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“to pravwfc cloth cither in substantial quantities or at a cco- 
Uwt and a i w price the Government of India has come out 
With a ncr/ scheme, bolder and more comprehensive. The scheme 
has not yet taken complete shape, and is likely to undergo sub- 
stantial modifications. But its broad features, aa it stands to- 
day arc described below — 

(а) The quantity of standard cloth h to fc« substantially 
increased. The annual production of standard doth baa bean 
fued at 2,060 million yards. The mill industry has agreed to 
resent? 50 % of its capacity for this production, and to put on 
the market 500 million yards In three months. A very low margin 
of If To profit is to be allowed to the ntiUownera cn this cloth, 
and the final consumer will not be required to pay more than 6% 
over Its cost of production. 

(б) Under the present conditions of demand, the produc 
tion of standard doth cannot, by itself suffice to bnng down 
substantially cloth prices. It is, therefore, propeced to have a 
lull control over (he prices of the entire doth and yam produc 
tion for the heme market. Both the wholesale and the retail 
prices of ctoih are to be fixed. In order that the consumer tnay 
not be misled the fixed retail prices will have to be marked on 
the cloth by the manufacturers. 

(c) One of the moat effective devices used to defeat con- 
trol is to hoard the goods, and thus create an artificial scarcity 
To defeat this practice, the Cotton doth and \ am Order issued 
on 16th June 1943 lays down definite periods, during which the 
manufacturer the wholesaler and the retailer must dispose of 
thdr stocks. The dayB within which the cotton goods must be sold, 
have been laid down at 30 (extended to 45, if the cloth is not in 
boles) 90 and 160 days from the date of packing respectively 
All doth and yam produced after 31st July have to be marked 
by the manufacturer with the date of packing. Limits have aim 
been placed on the total stocks of doth and yarn which can be 
bead by a mamiiactorer Ck*h and yam manufactured before 
1st August, 1943 have to be s^Id, if in full bales by 31# August 
and by retailers before 31st October 

(d) The whole scheme will be of no use If a determined 
effort a not mada to keep down the pneo of the ttatetah re- 
qoteibyttetaduitiy the Garment has tawrerf the uxtaay 
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that ah possible mcasuies will be taken to control the prices of 
cotton, fuel and millstores Control is at present already operat- 
ing in certain spheres, e g , cotton movements are regulated , 
futures in raw cotton and cotton yarn have been banned fair 
priced have been announced for cotton , the imports and distri- 
bution of millstores are regulated This control will be extended 
No guarantee, however, of keeping the cost steady through sub- 
sidies as m U S A has been held out With the Government’s 
present food policy, the wage bill forming an important part of 
the cost of production m textile industry will go on increasing, 
and the cloth pnees may have to go on rising in consequence 

( e ) One of the greatest grievances of both the Indian con- 
sumer and the textile industry has been the Government’s policy 
of allowing increased exports when the home consumer himself is 
starved The appointment of a non-official Export Sub-Com- 
mittee, which is to be consulted by the Textile Commissioner and 
the Central Government cn all matters regarding exports of cloth 
and yarn, may alleviate the widespread anxiety of the same policy 
being persisted in 

(/) In ordeh to increase production, a three shift working 
and fewer holidays are recommended Rationalization is also 
contemplated, and the Textile Commissioner has been empowered 
to order any manufacturer to manufacture only certain classes of 
cloth and yam and m particular quantities 

(g) The Textile Commissioner is to work m consultation 
with a Textile Control Board which consists mainly of represent- 
tatives of the Industry and is presided over iby a non-official 
Chairman 

Critique of the scheme 

The immediate effect of these measures has been that there 
has been a general drop of 40 per cent m the wholesale pnees of 
cotton goods which had nearly increased by six times m most 
cases The new level has not fully reached the retail trade, ( but 
may do so in course of time. Part of the original increase was 
obviously due to speculation and hoarding of stocks , this has 
been now removed The new price level is however sufficiently 
high and roughly corresponds to the degree of inflation in the 
country It is widely believed that it will not be possible to lower 
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the pnea from thi* level which means that the consumer win 
Ui!l have to pay 3 to i times the former prices for his cotton 
goods. 

The Scheme has led to considerable controversy among the 
trade, who fed that they do not have adequate voice in the con- 
trol. A Urong organisation of different types of cotton goods 
trader* lias coma into existence, whose object among other things 
seems to be to show that they were not responsible for the former 
peak levels in prices, and that the export trade is mainly respon- 
sible for the tame. 

It is too cariy to judge whether the Scheme will ieadj to 
(a) increased production, (i>) substantial reduction in exports, 
and (O a reasonable price for the local consumer If aB the 
parties concerned arc actuated by a real desire to help the poorer 
section of the population with regard to their doth requirements, 
the success of the scheme can be assured. Unfortunately there 
is not yet enough evidence to show whether the parties are likdy 
to put aside their own considerations in the largo- interests of the 
country 
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